Hitotsubashi Journal of Commerce and Management 48 (2014), pp.1-30. (© Hitotsubashi University

QUARTERLY EARNINGS MANAGEMENT AROUND THE WORLD:
LOSS AVOIDANCE OR EARNINGS DECREASE AVOIDANCE?
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Abstract

The purpose of this study is to identify and explain the differences in the characteristics of
earnings management around the world through an examination of quarterly earnings. First, we
identify an earnings target in each country. We find that corporations in Finland, Germany,
Italy, and Japan tend to avoid making losses and those in Israel and the U.S. tend to avoid
earnings decrease. Second, we measure the extent of earnings management in each country.
Our findings show that corporations in Japan, Germany, and Israel tend to manage earnings to
achieve an earnings target, meanwhile those in Finland, Singapore, and the U.S. don't tend to
manage earnings relatively. Third, we examine the dividend and investment policies.
Corporations in Japan and Finland are dividend focused, meanwhile those in Israel and the U.S.
are investment focused. Fourth, we calculate an institutional factor to identify the reasons for
earnings targets, procedures, and dividend and investment behavior. Our results show that
earnings targets, procedures, and dividend and investment behavior are closely related to the
accountability for investment and the propensity to take risk in each country.

Topics: Earnings management

Keywords: Quarterly earnings management, international comparison, earnings attributes, loss
avoidance, earnings decrease avoidance
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1. Introduction

The purpose of this study is to identify and explain differences in the characteristics of
earnings management in countries around the world via an examination of quarterly earnings.
Since 1910, companies in the United States have voluntarily disclosed their quarterly financial
reports. Later, in 1970, the U.S. Securities and Exchange Commission (SEC) required listed
corporations to disclose quarterly financial reports. As a result, many studies by using quarterly
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financial data have accumulated around the world, especially in the U.S. Why should we now
examine international differences of quarterly earnings management? We have three reasons to
do so.

First, in the 2000s, a number of financial regulators began to adopt or amend quarterly
financial reporting standards. For example, the SEC has required listed corporations to review
quarterly financial reports at the end of each quarter since March 2000, following the Blue
Ribbon Committee in February 1999.

Meanwhile, in the European Union, the Transparency Obligations Directive (Directive
2004/109/EC) was published in December 2004. It permitted EU countries to decide whether
they would require corporations to disclose quarterly financial reports, and subsequently
corporations have been required to disclose quarterly financial reports in Austria, Finland, Italy,
Portugal, Spain, and Sweden. In addition, standards for quarterly financial reports have recently
been announced in Asia, including Singapore, China, Hong Kong, Korea, and Japan. Thus, we
can collect quarterly financial data and analyze economic consequences of corporate behaviors
by introduction of standards for quarterly financial reports around the world. However, there are
as yet few studies on those effects or behaviors.

Second, we have been keenly interested in international differences in earnings attributes.
In particular, accounting standards setters and academies have a variety of interests in the
international differences in earnings attributes because movements for the adoption of or
convergence toward the International Financial Reporting Standards (IFRS) are growing
worldwide, leading many researchers to compare earnings attributes internationally (e.g., Ball,
Kothari, and Robin 2000; Leuz, Nanda, and Wyoscki 2003). Such studies show that law
origins, systems for investor protection, and tax systems have all affected earnings management
behavior, in areas including the smoothness of earnings, discretionary accruals, and loss
avoidance.

There are many studies that examine differences in earnings management around the world
by using annual financial data, on the other hand, few studies have used quarterly financial
data. The objectives or roles of quarterly financial reports are different from those of annual
financial reports, and we may, therefore, clarify the characteristics of earnings management in
each country by considering quarterly financial data.

Third, there are major differences in the standards for quarterly financial reports
worldwide. For example, all listed corporations have been required to disclose quarterly
financial reports in the U.S. and Japan, while in some European and Asian countries, only
corporations, listed in the particular exchanges or included in certain categories, have been
required to disclose them. Also, in making quarterly financial reports, accounting standards
procedures in Japan have put more emphasis on each quarterly term, not on annual term more
than those of the United States of America and Europe. For example, Accounting Principles
Board Opinion (APBO) No.28 allows corporations to adopt original accounting procedures of
quarterly financial reports, which may not reflect the procedures followed annual financial
reporting. In addition, there are some differences in the audit or review of quarterly financial
reports around the world. Japanese corporations have been required to review their quarterly
financial reports, while corporations in the EU are not required to audit or review their
quarterly financial reports. However, despite the international differences in quarterly financial
reports, we cannot directly investigate whether those differences affect their stock market
valuation or corporate behaviors. Recently, accounting standards setters in each country have
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moved to adopt of or converge toward the IFRS, and must review the design of disclosure
systems. For now, it is more important to clarify the economic effects of disclosing quarterly
financial information.

This research focuses on earnings reversals in the fourth quarterly financial statements. Our
primary objective is to identify and explain the differences in earnings management worldwide
by examining quarterly financial data.

The rest of this paper is organized as follows. The next section reviews prior literature and
develops our research themes. Section III describes our research design and data. Section IV
presents result, and section V offers some conclusions.

Il.  Prior Literature and Conceptual Underpinnings

1. International Comparison of Earnings Attributes

We review prior literature on the international comparison of earnings attributes. Recently,
a number of papers have raised issues about that comparison, with particular focus on value
relevance, timeliness, conservatism, and transparency (earnings management).

Ali and Hwang (2000) examine international differences in value relevance and why such
differences exist. They find that value relevance is lower in countries with bank-oriented
financial systems and continental accounting models, wherein private-sector bodies are not
involved in the standards-setting process and tax rules significantly influence financial
accounting measurements. They also find that value relevance is higher in countries where
more is spent on external auditing services'.

Ball, Kothari, and Robin (2000), Bushman and Pitroski (2006) , and Ball, Robin, and
Sadka (2008) conduct international comparison of timeliness or conservatism in accounting
income. Ball, Kothari, and Robin (2000) show that differences in the demand for accounting
income in different institutional contexts cause its properties to vary from country to country.
Their sample includes Australia, Canada, the U.S., the U.K., France, Germany, and Japan, and
shows that accounting income in common-law countries is significantly more timely than in
code-law countries, due entirely to faster incorporation of economic losses (income conserva-
tism). Conversely, information asymmetry is more likely resolved in code-law countries by
institutional features other than timely and conservative public financial statements, notably
through closer relations with major stakeholders. Bushman and Pitroski (2006) explore how
reported accounting numbers are shaped by the institutional structure of the countries in which
firms are domiciled. They empirically analyze relationship between key characteristics of
institutions and accounting numbers by using firm data from 38 countries, and find that investor
protections embodied in corporate law and the efficiency and impartiality of the judicial system
play a significant role in creating incentives for timely loss recognition. In short, they find that
firms in countries with strong investor protections and high quality judicial systems reflect bad
news in reported earnings numbers in a more timely fashion. Ball, Robin, and Sadka (2008)

! Some studies focus on firm-level data rather than country-level data, out of the belief that firms-specific factors are
more influential on earnings attributes than country factors (e.g., Haw, Hu, Hwang, and Wu 2004; Gassen, Fulbier, and
Sellhorn 2006).
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explore relations between the type of demand for financial reporting and earnings attributes
across 22 countries. They pay close attention to differences in demand for financial reporting in
debt and equity market, and find that the size of debt markets, but not equity markets, are
positively associated with important financial reporting properties, consistent with their
hypothesis. Briefly, countries that have markets with larger debts demand more timely
recognition of losses than other countries and are also less value relevant than other countries.
In other words, these countries demand the financial data under contracting view, not value
relevant view.

Leuz, Nanda and Wysocki (2003) examine differences in earnings management across 31
countries. Using measures of earnings management, like earnings smoothing measures (standard
deviation of operating incomes divided by cash flows from operating activities and the
correlation between the changes in total accruals and changes in cash flows from operating
activities) and earnings discretion measures (absolute value of total accruals divided by absolute
value of cash flows from operating activities and the magnitude of small profits divided by that
of small losses), they analyze relationship between institutional factors and earnings
management, and find that international differences in earnings management stem from the
extent to protect private control benefits of top management, which promote the earnings
management to conceal real firm performance. We can interpret their results to imply that
weaker investor protection tends to make earnings management increase, because strong
protection limits insiders’ ability to acquire private control benefits, which in turn reduces their
incentive to mask real firm performance’.

Prior literature focuses on the relation between accounting measures and institutional
factors (law and economic system) under the information perspectives. It shows that
corporations are reluctant to manage earnings and tend to recognize economic losses as soon as
possible if countries put more emphasis on the investor protection. In addition, other studies
show that corporations in common law countries are reluctant to manage earnings and tend to
recognize economic losses in a more timely fashion because of the pressures from external
investors. Those studies focus on the international differences of information usefulness for
investors. However, few studies focus on international differences in accounting attributes under
the contracting perspectives. To examine them, it is necessary to examine the relation between
the earnings targets, procedures, and corporate behavior because the purposes of contracts are to
control the corporate behavior through accounting information. This research focuses on them.

2. Quarterly Earnings Management

Recently, a number of studies using quarterly financial data have raised issues about
earnings management. These fall into four types.

First, some studies focus on discretionary accruals in quarterly financial reports. Jeter and
Schivakumar (1999) address certain methodological issues that arise in estimating discretionary
accruals for the detection of event-specific earnings management, using annual and quarterly
data. They show that their model is more powerful than the cross-sectional Jones model in

2 Bhattacharaya, Daouk, and Welker (2003) examine how earning opacity affects cost of capital and share
transactions turnover by using the data from 34 countries and they find that earning opacity makes cost of capital
increased and share transactions turnover decreased.
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detecting earnings management. In particular, they address the management of earnings that
corporations may undertake in the fourth quarter’.

Second, other studies center accounting procedures in the fourth quarter. For example,
Dhaliwal, Gleason, and Mills (2004) examine changes in tax expenses from the third to fourth
quarter as a tool of detecting earnings management. They insist that tax expense is a powerful
context in which to study earnings management, because it is one of the last accounts to be
closed prior to earnings announcements. The authors analyze effective tax rate changes from the
third to fourth quarter and find that firms lower their projected effective tax rates when they
miss consensus forecasts. Fan, Barua, Cready, and Thomas (2010) study classification shifting,
by which corporations shift core expenses to special item categories from interim quarters to
fourth quarters. They find that classification shifting is more likely in the fourth quarters than in
interim quarters. For their part, though, both Mendenhall and Nicholes (1988) and Brown and
Pinello (2007) show evidence that earnings management is less likely in the fourth quarter,
because quarterly financial reports in the period are audited.

Third, studies have focused on earnings distributions in quarterly financial data. For
example, Jacob and Jorgensen (2007) use earnings distributions, as proposed by Burgstahler and
Dichev (1997), using histograms of quarterly financial data, and find that there are more
discontinuities around the zero and prior year earnings in histograms of earnings of the U.S.
corporations in the fourth quarter than in other quarters.

Fourth, still other studies address earnings reversal as earnings management. Earnings
reversal is the phenomenon in which financial performance shifts profits-making to losses and
losses to profits, or increasing earnings to decreasing earnings, and vice versa, from quarter to
quarter, especially from the third to fourth quarter. Kerstein and Rai (2007), for example,
examine earnings distribution in the fourth quarters and they show that a higher proportion of
firms with small cumulative profits or losses at the beginning of the fourth quarter report small
annual profits rather than small annual losses. Das, Shroff, and Zhang (2009) examine firms that
have experienced a reversal in the pattern of their quarterly earnings changes and find that firms
in the U.S perform poorly in interim quarters may attempt to increase earnings in the fourth
quarter to achieve a desired level of annual earnings, whereas those performing well in interim
quarters may attempt to decrease earnings in the fourth quarter to build reserves for the future.

Das, Shroff, and Zhang (2009) explain that potential earnings management in the fourth
quarter implicitly suggests that managers have great incentives to manage annually rather than
quarterly results. They show evidence of earnings management in the fourth quarter, like
discretionary accruals, shifting special items, and discretionary research and development
expenditure, and changes in tax expenses.

A lot of contracts, for items such as management compensation, financial covenants, taxes
and dividends, and industry regulations, are based on annual , not quarterly, financial data in
the first place, therefore we can show the characteristics of earnings targets and the timing of
earning management by analyzing the changes of quarterly earnings, rather than via another
approach of detecting earnings management. However, to our knowledge, there are no studies
about international differences in quarterly earnings management under contracting perspectives.
What are earnings targets in each country and why are the targets and processes for earnings
management different? In particular, we focus on the relation between earnings targets,

3 Givoly and Ronen (1981) examine earnings smoothing in the fourth quarter and show evidence of it.
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procedures, and dividend and investment behavior.

3. Institutional Factor and Corporate Behavior

Prior literature shows that earnings attributes are closely related to law origins, investor
protection, development of capital markets, and financial systems at the country level.

Why are earnings attributes closely related to institutional factors? One reason is that the
characteristics of corporate or financial systems reflect earnings attributes, because annual
financial data are used by corporations in a variety of contracts and have important roles to
play in the corporate and financial systems in each country.

Leuz (2010) proposes two stylized financial systems: an ‘outsider system and a
‘relationship-based’ or ‘insider’ system. He explains that the two systems differ fundamentally in
the way they channel capital to investment opportunities, and that they reduce information
asymmetries between contracting and financing parties. He also explains that corporate
reporting and disclosure is crucial to resolve information asymmetries among firms and
investors, and that stakeholders put more emphasis on transparency in an ‘outsider’ system. On
the other hand, corporate reporting and disclosure has another role to play in a ‘relationship-
based’ or ‘insider’ system, because financial data is often used in a variety of contracts with
stakeholders, not only in the arm’s length transaction of the company.

There could be major differences of the extent of earnings management between the
‘outsider’ system and the ‘relationship-based’ or ‘insider’ system. ‘Outsider’ systems put more
emphasis on the transparency of corporate reporting and disclosures. Information users in an
‘outsider’ system are reluctant to engage in earnings management, because earnings management
may enlarge information asymmetries between top executives and outsiders. On the other hand,
earnings management has a more important role in a ‘relationship-based’” system, because
corporations need smoothed income to develop and maintain the transactions with core
stakeholders under a ‘relationship-based’ system.

Most of core stakeholders want stable and long-term transactions, because they need to



2014] QUARTERLY EARNINGS MANAGEMENT AROUND THE WORLD: 7

invest relationship-specific capital to create corporate value (Robert 2004, Ttami 2010). Earnings
management may support stable and long-term transactions through the smoothing of earnings
in a ‘relationship-based’” system.

These studies indicate that the characteristics of earnings management are closely related
to the financial systems or corporate systems operating in each country. If some countries are
close to the ‘outsider’ system, then their corporations are reluctant to manage earnings. while, in
other countries closer to a ‘Telationship-based’ system, then corporations tend to manage
earnings more consistently for the sake of stability. We will examine the relationship between
earnings management (earnings targets and process) and financial systems by using quarterly
financial data.

III. Research Design

1. Research Approach

We investigate four research themes to clarify the relation between ecarnings targets,
procedures and dividend and investment behavior.

Earnings Targets

We examine earnings targets around the world. This research focuses on the two targets;
loss avoidance and earnings decrease avoidance. Prior literature shows that corporations tend to
manage earnings to avoid making losses or earnings decreases (Burgsthaler and Dichev 1997).
We measure the percentage of profits-making or earnings increase corporations in the total
sample in each country at the fiscal year. If the ratio of profits-making corporations is higher
than other countries, we define the country as loss avoidance oriented. If the ratio of earnings
increase corporations is higher than other countries, we define the country as earnings decrease
avoidance oriented.

Earnings Procedures

We analyze international differences in earnings procedures to manage earnings. Especially
we focus on the earnings in the fourth quarter. To examine them, we focus on four measures of
earnings management.

First, we analyze the earnings reversal around the world. Prior studies have shown that
some U.S. corporations have experienced reversals from third to fourth quarters (Kerstein and
Rai 2007; Das, Shroff, and Zhang 2009). Those studies analyze the changes in earnings
because corporations focus on earnings growth as ecarnings targets (Graham, Harvey, and
Rajgopal 2005). On the other hand, Japanese corporations may put more emphasis on the
profits-making as earnings targets (Suda and Hanaeda 2008). Therefore, we analyze profits-
losses reversal and earnings increase-decrease reversal in each country.

Second, we calculate discontinuity in earnings distribution in each country. Burgstahler
and Dichev (1997) explain that there is a magnitude of discontinuity around zero in a histogram
of earnings (earnings distribution) . They contend that the magnitude of the discontinuity
around zero is evidence of earnings management to avoid a loss or an earnings decrease. They
show that the percentage of corporations with small negative performance is much lower and
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that of corporations with small positive performance is much higher because corporations with
small negative performance have the incentives to manage earnings. We examine the
discontinuity in earnings distributions of profits or earnings changes at the fiscal year in each
country to identify the earnings managements.

Third, we calculate the percentage of corporations with positive performance in the fourth
quarter in the sample of corporations with small negative performance in the third quarter in
each country. For example, if corporations make small losses in the third quarter, they have
stronger incentives of managing earnings to achieve profits-making. If countries are loss
avoidance oriented, the percentage of corporations with profits in the fourth quarter in the
sample of corporations with small losses in the third quarter is higher than other countries. We
calculate the percentage of earnings decrease avoidance corporations in the total sample in the
same way.

Do corporations with small negative performance in the third quarter and positive
performance in the fourth quarter manage earnings for making positive performance? To
examine it, we calculate discretionary accruals of corporations with small negative performance
in the third quarter and positive performance in the fourth quarter. If some corporations with
small cumulative losses or small cumulative earnings decrease manage earnings in the fourth
quarter, then their abnormal accruals are larger than others. Prior literature distinguishes
“abnormal” from “normal” accruals by directly modeling the accruals process (Dechow, Ge,
and Schrand 2010). We define “normal” accruals as total accruals in previous quarter and each
industry’ mean of changes in total accruals in the previous quarter in this research, because we
cannot collect the data from our database to calculate the abnormal accruals based on the prior
literature®. ‘Abnormal’ accruals are defined as total accruals minus ‘normal’ accruals.

Fourth, we analyze the percentage of corporations with earnings decreases in the fourth
quarter in the sample of corporations with profits making in the third and fourth quarter in each
country. We call the ratio “smoothing”. If a country is loss avoidance oriented, the ratio of
“smoothing” in the country is higher than other countries because corporations in the country
put more emphasis on the profits-making, not on earnings increase. On the other hand, we
analyze the percentage of corporations with earnings increase in the fourth quarter in the
sample of corporations with losses making in the third and fourth quarter in each country. We
call the ratio “improving”. If a country is earnings decrease avoidance oriented, the ratio of
“improving” in the country is higher than other countries because corporations in the country
put more emphasis on the earnings increase, not on profits-making.

Dividend and Investment Behavior

We examine the dividend and investment policy in each country.

At first, we calculate the changes in dividend per share and divide into four groups
(increase, decrease, no dividend, and stable). Second, we calculate the changes in total amount
of investment and divide into three groups (Increase; more than 5% increase from the previous
year, Stable;-5% to 5% change from the previous year, Decrease; more than 5% decrease from
the previous year). Investment includes the capital expenditures and research and development
expenditures.

4 To calculate abnormal accruals, prior literature proposes a variety of models. However, we cannot obtain the
quarterly data across the globe, because standards for quarterly financial reports differ among countries.
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We make the matrix of dividend and investment policy based on the changes in dividend
or investment. We calculate the percentage of the each cell in the total sample in each country.

If countries are dividend-oriented, the ratio of “Dividend increase-investment nonincrease”
corporations (2)+(®) or “dividend stable-investment decrease” corporations (12) are higher than
other countries (Table 10, Panel C).

In addition, we focus on the ratio of “stable dividend-investment nondecrease”
corporations (10)+ D), because we think that those countries focus on the dividend to invest
actively.

If countries are investment-oriented, the ratio of “Investment increase-dividend non-
increase” corporations (+@)+00) or “investment stable-dividend decrease” corporations ((5)
are higher than other countries.

In addition, we focus on the ratio of “investment increase-no dividend” corporations (D),
because we think that those countries can invest without dividend.

Institutional Factor

At last, we analyze institutional factors in each country. Prior literature shows that the
extent of earnings management depends on the law origins, law enforcement, and outsider
investor protection (Leuz, Nanda and Wyoski 2003, Bhattacharya, Daouk and Welker 2003,
Burgstahler, Hail, and Leuz 2006). On the other hand, those factors affect the conditional
conservatism in each country (Ball, Kothari, and Robin 2000, Ball, Robin and Wu 2003,
Bushman and Pitroski 2006).

We focus on three types of institutional factor. First, we calculate the dependence on
shareholders’ equity, because the strength of shareholders affects the accessibility of managing
earnings. To examine it, we calculate two measures. The one is the total shareholders’ equity
divided by total assets and the other is market capitalization of all listed companies divided by
GDP.

Second, we focus on the strength of protection for borrowers, lenders, and shareholders.
To examine them, we calculate three measures. First is the measure of “legal enforcement”
from the World Bank. This measure shows the degree to which collateral and bankruptcy laws
protect the rights of borrowers and lenders and thus facilitate lending. The index ranges from 0
to 10, with higher scores indicating that these laws are better designed to expand access to
credit. Second is the legal protection of minority shareholders. Djankov, La Porta Lopez-De-
Silanes, and Shleifer (2005) present a new measure of legal protection of minority shareholders
against expropriation by corporate insiders. We focus on the three measures (ex ante control, ex
post control, and public enforcement), grade the top ten countries (top; 10, second; 9, ****,
tenth; 1 )and calculate the average of three scores.

The third is the extent of developing stock market. La Porta, Lopez-De-Silanes, and
Shleifer (2006) present the measures of the extent to development of stock market system. We
focus on three measures (disclosure requirements, liability standard, and public enforcement),
grade the top ten countries (top; 10, second; 9, ****, tenth; 1) and calculate the average of three
scores.

We examine the relation between earnings targets, earnings procedures, and dividend and
investment behavior in each country by using those measures.
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TABLE 1. SAMPLE S1ZE OF EARNINGS REVERSALS

Earnings/Sales A Earnings/Sales
DEU 1,256 NOR 452 DEU 891 NOR 300
FIN 428 PAK 351 FIN 312 PAK 225
ISR 387 SGP 797 ISR 310 SGP 508
ITA 353 SWE 989 ITA 225 SWE 691
JPN 14,602 USA 33,067 JPN 11,189 USA 27,972
KOR 5,609 World 77,880 KOR 4,168 World 60,815

2. Data

Our initial sample consists of non-U.S. and non-Japanese firms from the Compustat Global
Vantage, U.S. corporations from the Compustat North America, and Japanese firms from the
NEEDS-Financial Quest, for the period 2000-2010. We collect data for non-financial companies
with positive quarterly sales. As a result, our sample contains 391,446 quarterly observations of
earnings before taxes and extraordinary items and 311,594 quarterly observations of changes in
earnings before taxes and extraordinary items.

Next, we focus on corporations for which we can get the data of four consecutive quarters
in a year to examine the characteristics of earnings reversal during profits-losses or earnings
increase-decrease in each country. We can collect 311,520 quarterly observations of earnings
before taxes and extraordinary items and 243,260 quarterly changes for the analysis of earnings
reversals.

In addition, we calculate the country data for an international comparison of quarterly
earnings management. Our country data includes Germany (DEU), Finland (FIN), Israel (ISR),
Italy (ITA), Japan (JPN), South Korea (KOR), Norway (NOR), Singapore (SGP), Sweden
(SWE), and the United States (USA)’, because we can get more than 200 samples from 2000 to
2010 and these countries have more than US$ 10,000 in GDP per capita as a control for
economic conditions in each country. Table 1 shows the numbers of observations.

IV. Results

1. Earnings Targets

We calculate the percentage of corporations with profits-making or earnings increase in the
total sample in each country.

The results are shown in table 2. Panel A shows the percentage of corporations with
profits-making and earnings reversal in the fourth quarter in the total sample in each country.
This presents that the ratios of Singapore, Japan, Germany, Finland, and South Korea are higher
than other countries, and we define those countries as loss avoidance countries. Panel B shows
the percentage of with earnings increases and ecarnings reversals in the fourth quarter in the
total sample in each country. This presents that the ratios of Israel, the United States of

5 Corporations are not legally required to disclose quarterly financial reports in Australia, the United Kingdom, and
France, and we cannot collect quarterly financial data from those countries.
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TABLE 2. EARNINGS REVERSAL (Q3 — Q4)
Panel A Profits-Losses Reversal

Losses—Profits Profits—Losses Profits—Profits Losses—Losses Profits

DEU 4.78% 4.94% 72.37% 17.91% 77.15%
FIN 3.27% 3.74% 71.50% 21.50% 74.77%
ISR 2.58% 4.91% 55.30% 37.21% 57.88%
ITA 2.83% 3.68% 69.41% 24.08% 72.24%
JPN 6.13% 3.72% 75.33% 14.82% 81.46%
KOR 3.51% 4.90% 69.69% 21.89% 73.20%
NOR 2.21% 6.64% 65.27% 25.88% 67.48%
SGP 2.01% 3.64% 79.67% 14.68% 81.68%
SWE 2.22% 3.84% 67.14% 26.79% 69.36%
USA 2.78% 4.02% 57.87% 35.33% 60.65%
Average 3.23% 4.40% 68.36% 24.01% 71.59%

Panel B Earnings Increases-Decreases Reversal

Decrease—Increase Increase—*Decrease Increase—Increase Decrease—Decrease Increase

DEU 8.98% 8.87% 46.24% 35.91% 55.22%
FIN 6.73% 7.05% 39.10% 47.12% 45.83%
ISR 7.42% 6.13% 51.61% 34.84% 59.03%
ITA 9.78% 11.11% 36.89% 42.22% 46.67%
JPN 9.10% 7.56% 40.39% 42.94% 49.49%
KOR 9.50% 8.23% 43.98% 38.29% 53.48%
NOR 6.67% 12.00% 45.67% 35.67% 52.34%
SGP 9.65% 7.48% 43.70% 39.17% 53.35%
SWE 6.66% 7.38% 46.31% 39.65% 52.97%
USA 7.66% 6.77% 49.76% 35.82% 57.42%
Average 8.22% 8.26% 44.37% 39.16% 52.58%

F1G. 2. EARNINGS MATRIX OF EARNINGS TARGETS

Earnings d
armng? ecreases Others
avoidance
Losses
. DEU, KOR, SGP FIN, JPN
avoidance
Others ISR,USA ITA, NOR, SWE

America, Germany, South Korea, and Singapore are higher than other countries, thus we define
those countries as earnings decreases avoidance countries.
We make the matrix of earnings targets in figure 2.
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2. International Differences in Quarterly Earnings Management

Earnings Reversal

We calculate the percentage of corporations with earnings reversals from the first to fourth
quarter, country by country. These results appear in Table 3. Panel A presents losses to profits
reversal;, Panel B presents profits to losses reversal;, and Panel C presents the percentage of
losses to profits reversal corporations minus the percentage of profits to losses reversal
corporations in the fourth quarter (Q4 L—P-P—L) . Corporations in Finland and Japan have
more experience of losses to profits reversal than do other countries (Panel A), and the
percentage of profits to losses reversal corporations in the first quarter is higher than in other
countries (Panel B). Meanwhile, the ratio of losses to profits reversal corporations in the fourth
quarter and the ratio of profits to losses reversal corporations are lower in Israel, South Korea,
Singapore, Sweden, and the U. S. (Panel C).

Table 4 contains information on companies with earnings reversal during an earnings
increases and decreases from the first to fourth quarter. Panel A presents an earnings decreases
to increases reversal; Panel B presents earnings increases to decreases reversal; and Panel C
presents the percentage of earnings increases to decreases reversal corporations minus that of
earnings increases to decreases reversal corporations (Q4 D—1 - I—=D). Panel C indicates that
the percentage of earnings decreases to increases reversal corporations is lower than percentage
of losses to profits reversal corporations for most over the world, except for Israel, Korea, and
the U.S.

Earnings Discontinuities in Earnings Distributions

We can construct a histogram of the fourth quarter earnings, country by country, based on
Burgstahler and Dichev (1997). Table 5 shows those results.

This table shows histograms of the ratio of earnings before taxes and extraordinary items
divided by sales in the fiscal year. It reveals that the magnitude of the discontinuity around zero
is larger in Germany and Japan, and lower in Israel and the U.S.. Corporations in Germany
and Japan tend to reverse losses to profits in the fourth quarter, if they make small cumulative
losses at the third quarter.

Table 5 also presents histograms of the ratio of changes in earnings before taxes and
extraordinary items divided by sales in the fiscal year. It reveals that the kinks of earnings
histogram of changes in earnings are smaller than those of earnings histogram by amount, and
the magnitude of discontinuity around zero is larger in Germany and the U.S. relatively.
Corporations in Israel and the U.S. tend to reverse earnings decreases to increases in the fourth
quarter, compared with the losses to profits, if they make small cumulative earnings decreases
at the third quarter.

In addition, we calculate the percentage of corporations with positive performance in the
fourth quarter in the sample of corporations with small negative performance in the third
quarter in each country. For example, if corporations make small losses in the third quarter,
they have stronger incentives of managing earnings to achieve profits-making. If countries are
loss avoidance oriented, the percentage of corporations with profits in the fourth quarter in the
sample of corporations with small losses in the third quarter. We calculate the percentage of
earnings decrease avoidance corporations in the total sample in the same way.

The results are shown in table 5.
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F1G. 3. EARNINGS DISTRIBUTIONS

Panel A Profits/Sales Histograms (annual)
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Panel B A Earnings/ Sales Histograms (annual)
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Discretionary Accruals

We analyze abnormal accruals to examine earnings management by corporations with a
loss-to-profit or an earnings decrease-to-increase reversal. We calculate abnormal accruals of
corporations with small cumulative losses or small cumulative earnings decreases at the end of
the third quarter (from -0.03 to 0), and divide the samples into two groups. One group is made
up of corporations with losses (or earnings decreases) to profits (or earnings increases) from the
third to fourth quarter (L = P or D — I, reversal corporations), and the other contains
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TABLE 7. EARNINGS MATRIX (annual earnings)

P/1 P/D L1 L/D P/D-L/1

DEU 51.9% 25.3% 6.2% 16.6% 19.1%
FIN 42.3% 32.5% 7.0% 18.2% 25.5%
ISR 39.8% 18.1% 17.1% 25.1% 1.0%
ITA 41.1% 31.2% 6.5% 21.2% 24.6%
JPN 47.3% 34.2% 3.8% 14.8% 30.4%
KOR 46.6% 26.6% 8.0% 18.8% 18.6%
NOR 44.9% 22.6% 8.4% 24.1% 14.2%
SGP 48.9% 32.7% 5.0% 13.3% 27.7%
SWE 44.7% 24.7% 10.4% 20.2% 14.3%
USA 41.5% 19.2% 14.5% 24.8% 4.6%
Average 44.90% 26.71% 8.69% 19.71% 18.00%

Notes: P/ means the ratio of corporations with making profits and increasing earnings in the total sample in each
country or area.
P/D means the ratio of corporations with making profits and decreasing earnings in the total sample in each
country or area.
L/l means the ratio of corporations with making losses and increasing earnings in the total sample in each
country or area.
L/D means the ratio of corporations with making losses and decreasing earnings in the total sample in each
country or area.

Earnings Increase Earnings Decrease
Profits P/ P/D
Losses L/ L/D

corporations with maintaining losses (or earnings decreases) from the third to fourth quarter (L
— L or D—D, non-reversal corporations). Here, we set two abnormal accruals. First one is
defined as changes in total accruals at each corporation and second one is the amount of
difference between the changes in total accruals at each corporation and the median for it in the
same industry. We examine the differences of abnormal accruals between L—P and L—L, or D
—1 and D—D by using the Student’s t-test and Mann-Whittney's U-test.

Table 6 shows the results of differences analyses between reversal and non-reversal
corporations. This table shows the differences between L —P and L — L corporations. This
shows that the abnormal accruals of L — P corporations are higher than those of L =L
corporations at a statistically significant level.

Table 6 also shows the differences between D —1 corporations and D—D corporations.
This table suggests that abnormal accruals of D—1 corporations is higher than those of D—D
corporations at a statistically significant level.

Smoothing or Improving

From the analyses above, we can conjecture that each country has different earnings
targets, and actively manages earnings to achieve them. In fact, which does each country prefer
either loss avoidance or earnings decrease avoidance as an earnings target?

To examine this question, we construct earnings matrices, based on annual and quarterly
earnings. The earnings matrix based on annual earnings is classified into four groups. We
classify corporations, based on making profits or losses, or earnings increases or decreases
during the fiscal year. The first group is composed of corporations with profits and earnings
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increases (P/T), the second group is of corporations with profits and earnings decreases (P/D),
the third group is made up of corporations with losses and earnings increases (L/I), and the
fourth group consists of corporations with losses and earnings decreases(L/D).

Table 7 shows the results. We assume that the higher the ratio of P/D is, the stronger
motivation for loss avoidance corporations have in some countries, because we can speculate
that this group permits earnings decreases, but is stringent in avoiding losses. Table 7 reveals
that Finland, Italy, Japan, and Singapore are higher than other countries by this measure, and
Israel and the U.S. are lower.

The earnings matrix based on quarterly earnings is classified into 16 groups. Each group is
composed of corporations, which make profits or losses, or which increase or decrease earnings
from the third to fourth quarters. We focus on eight groups to analyze smoothing behavior
under profit-making and improving behavior under loss-making. We assume that corporations
would tend to smooth earnings while making profits in the countries motivated by loss
avoidance and corporations would tend to improve earnings under making losses in the
countries motivated by earnings decrease avoidance. We measure the ‘smoothing’ as the
percentage of corporations making profits in the third and fourth quarter and decreasing
earnings in the fourth quarter (P—P/I—D, P—P/D—D), and the ‘improving’ as the percentage
of corporations making losses in the third and fourth quarter and increasing earnings in the
fourth quarter (L—L/I—1, L—=L/D—1). The results are shown in table 8.

Table 8 shows that corporations in Finland, Italy, Japan, and Singapore are more likely to
smooth earnings than those in other countries, while corporations in Israel and the U.S. are
lower among countries making profits in the third and fourth quarters. Meanwhile, Israel and
the U.S. improve earnings more than other countries under loss- making in the third and fourth
quarters.

We show the results of four earnings measures in Table 9. We rank the top five countries
in each country in decreasing order. We calculate total sum of four measures about earnings
management in each earnings target. Corporations in Japan and Germany tend to manage
earnings to avoid making losses, meanwhile those in Finland and Singapore don't tend to make
profits relatively. Corporations in Israel and Germany tend to manage earnings to increase
earnings, meanwhile those in Singapore and the United States of America don’t tend to make
profits relatively.

3. Dividend-oriented or Investment oriented

We calculate the changes in dividend per share and divide into four groups (increase,
decrease, no dividend, and stable). Next, we calculate the changes in total amount of investment
and divide into three groups (Increase; more than 5% increase from the previous year, Stable;
-5% to 5% change from the previous year, Decrease; more than 5% decrease from the previous
year). Investment includes the capital expenditures and research and development expenditures.

We make the matrix of dividend and investment policy based on the changes in dividend
or investment. We calculate the percentage of the each cell in the total sample in each country
(Table 10 Panel C).

If countries are dividend-focused, the ratio of “Dividend increase-investment nonincrease”
corporations ((2)+(3)) or “dividend stable-investment decrease” corporations ((12) are higher than
other countries. In addition, we focus on the ratio of “stable dividend-investment nondecrease”



[October

HITOTSUBASHI JOURNAL OF COMMERCE AND MANAGEMENT

18

®

®

O]

T«1

d+1

Ted

®

®

@

O]

d—d

d«I

I+I

I<d

d<d

#O+—€0

"OAOQE SB QWES ) SB PAJB[NO[I Ak [0 IOYIQ "ANUnod yoed ur djdwes [e10) ay) ur 19)renb yunoy oy ur Suruied SuiseaIdul pue paIy) oy ul
s3urures Jursearoop pue Idlrenb ynoy pue payy oyy ul sigoid Sunjew yim suonerodiod Jo oner Y} SUBIW [« J/d«d Anunoo yoes ur djdwes [e10) 9y}
ur 19yenb yumoy pue pay) 9y ur s3uruies Surseardsp pue Jauenb yumoy pue piyy oy ur sygord Sunyewr ym suonerodiod Jo oner dy) SUBSW (J«—/d«d SPION

%00°1€ %8T9¢ BIET B19°S %0TT B16'V1 BSY'S %EE8E B10°S %9561 o3eroAy
PBSEBE %8E1E %0°C %S 01 %0°¢ BL6T %9°€ Pb8'SE %0y BV vSn
BIELE %T0°SE DYl BL'L BET BY'S1 %6y %b1°6€ DSy %981 aMmS
%bST 6T %bTS 6€ %90 %8'C %S'1 %86 P»8'S BT 1Y %0°L PBL'ST dDs
PBb¥S 9T Bb1TTE %81 %€ D1 BELL %99 WL 0¥ BS'E Faadt AON
%9E° 1€ %S1°9¢ BTl BEY %9°C B6°E1 BS'S %0°6€ PBS'S BL61 R:(0):
%T91T DY 1V PBLO B1'C P11 %601 %09 BbY'LE %S9 BTST Ndf
%06'17C %9¢E Y BLT PBL'E BbET DY 91 B9'L B9 VE BY'S $8'1T VI1I
PIE Y %T6'0E P%9°1 BY'Cl BY'E %661 %9'CT BY'SE %8'C BSY1 dSsI
%0€°6C BT PBLO BY'S %60 BSY1 BE9 %6'9¢ DYy P%8ET NI4
%S0°6C %EY1E Byl BY'E %81 BE T B9'S %0y %S9 BELL naa

@®+0+®  (+E+@+

oo B @ © © © ® ® g ®

Suraoxduy Sunpoowg d«1/T«1 [«1/T«1 [«A/1«T d«d/1<T1 d«l/d«d l«1/d«d l«d/ded d«d/d«d

(sSurured O« ¢Q) XIULVIA SONINIVH ‘g 14V [,



19

QUARTERLY EARNINGS MANAGEMENT AROUND THE WORLD:

2014]

(1 YY1y ‘7 ‘yunoj ‘¢ pary ‘4 puooas ‘g <doy) sarunod aaxy doy ayy opeid pue Iorenb yrnoy pue payy
9y} ul SunR[eW-sasso] yIm suonerodiod Jo spdwes dy) ur Ioyenb Yoy oY) ul 9SBAIOUT STUIUILS (IIM SuoneIodiod Jo onel 9y 91e[No[ed I = Juraordwy
(1 ‘Yyy ‘7 ‘yunoy ¢ pauy) 4 puodas ‘g :doy) 'satpunod aAyy doj ay) 9peid pue 19uenb yunoy pue piyy
oy ur Supyew-sigoid ym suonerodiod jo ordwes ayy ur 1a)renb yumoy yy ul 9seaI0dp SFuILIEd M SuoneIodIiod JO Oner ay) 9JB[NI[ed I\ =3Julyloows
‘(1 *Yyy T "yunoy ‘¢ puy f Jpuodss ‘g ‘doy)
saLyunod dA1y doy oy apeId pue 1ouenb pay) oY) Ul (9SLAIOSP STUILIBI)SISSO[ [[BWS M suonerodiod jo sjdwes ay) ur 19penb yunoy ay) ur (asearout
sguruied) Sunjew-sjgord pue 1ouenb pirg) oY) Ul (3SEAIOSP STUILILD) SISSO[ [[BWUS (PIM Suoneiodiod Jo oner oy} AJe[nd[ed IM = +v0 @ E0 [eSIAY
*Anunod Yoed Ul SaNIMUNIUOISIP JO SAI00S 0M] JO 9FBISAR d) AJe[NO[Rd I\ (1 ‘YYY ‘Z {YUNoJ ‘¢ pary 4 :puoods ‘g :doy) Amunuoosip
01 JUX3 Ay Jo saunod dAy doy Ay opeis ap Anunod Aq Anunoo Spdwes [e10) Yl Ul () puR 9(°()- UIIMIAQ dFuel dy) Aq PIPIAIP 900
pue () ueam)aq o3uel dy) pue ojduwres [€10) dY) UI () PUB €(°(- USIMIAQ d3UBI oY) AQq PIPIAIP €0°() PUB () USIMIOQ AFURI I} 9IBINI[BD A\ = AJINUNUOISIJ
(1 YUYy ‘7 ‘yunoj ‘¢ parg) ‘4 puodds ‘g <doy) 19pI0 JuISLAIOSP UT WA

Juel pue ‘saLnunod aAY doy ayy apeid ‘Anunod yoes ur  JIN $O«—dd €0, JO oner aq) — . dd ¥O«dN €0,, JO ORI 34} 31B[NI[Rd I\ =[BSISAdY SSUIUIRY .SIION
6 % 4 I I I vsn
14 € ! 4 € ! AMS
S9 ! S0 S € 4 1 dDs
1Y € N4 I ! AON
6 4 ¥ I C 8 I 4 S R:(0):1
14 14 91 € S S'e S Ndf
0 8 S I 4 V1L

| S € Sl € 0 dSI
I 1 L 14 € NIA
0l S S ST 14 S'e 4 ndaa
+70'@€0 [BSIOAY +70'@)€0 [eSI9AY
el Suraoxduy RISy Anunuodsiq A [e101, Surpoowrg [BIaASY Aynunuossig sBurreg
QOUBPIOAE SISBAIOOp SIUTUIE QOUEBPIOAE SSOT

ATIOMN HHL ANNOAV LINHWHDVNVIN SONINAVYH ‘¢ d71dV ]



[October

%61°Y P16°6C %S8'L %09 0% B10YI WBLLEE %9081 PBL1"8Y ogeIoAY
%10V %8S 6€ BYe1 %OE EY PbTO'L BILYE %0OE91 PB¥6'8Y vsn
DYy 9 PS8TT %LI L %06°€€ B61°¢€1 BYY1E %98°0C BOL'LY HMS
%8y PELTT BYTSI DYy 1v %9601 6T SE %60°6 B19°SS dDs
%850 PBOL'1E %608 %88°6€ BSY Y1 %bS1'8¢ %8191 %99°SY AON
%60°L DSy ST %6Y°6 %ES OF %8S PbES'SE BSTT1 BTEES : ()|
%08°9T BbLS'E %YS 6 BIY'LT PbSE 6T PHLIEE %TY'8T Pb1¥°8E Ndf
B1Y'L BLY 91 P8BS E1 %08°SE %06°L1 %ST0E PbLEOT %8E 61 V1L
%00°0 PIE 1Y %19°S %96 9% %08°C D1y e BLYIL PBLE1S ST
%S0°01 %818 %90°L1 %¥80¢ %69°81 %88¢E BIT1T PI8 VY NIA
B1S9 BbSTTT %E9'8 %E0°SE BTV %eBCE PbLY'0T %OL 9V naa

PAUILIO-JUAUWISIAUL  (SPUSPIAIP OU)  (SPUIPIAIP 3SBRIIIP)

SPUODIAIP O[qElS  POIUSHO-UBIISONL  PaIUSLIO-URLIISOAU] PAJUSLIO-JUSWISIAU]  PIAJUSLIO-PUIPIAI(]  ASBAIOP Y JqeIs Axy aseaIou] Y

sarmipuadxyg ¥ g [oued

HITOTSUBASHI JOURNAL OF COMMERCE AND MANAGEMENT

LS € PES 8T %BLLO %BSEBE %0E91 BEL SV %0T9 %8081 ogeIoAY
%88°¢ P%I98°SE %Syl %9¢ 0% %96°6 BECTY BIL'L PBS6'LY vsn
BSTY %89°LT %60'Y TS SE %65 V1 %1691 %209 BLO'LY HMS
%S0V %6T1C %8L 0T %TY°SE %091 %98°LY BTL'S %T0'LY dobs
%01°¢ BSOVE %bEE8 BIL VY BHT101 %88°6€ %09°S BTSYS AON
%bS8'S %TY°EC D1y'8 BTTLE %6791 %S0 9% BeEv'Y BTS 6V . (0D
%90°0C B18'S %T6'L B10°1E B1ETE %L6'SY BTTL %T8 Y Ndf
%TS9 BHTO81 B1S8 PbSLTE %09°81 BLY SV %96°S PBL1"8Y V1L
%91°0 %T0VE %bYS8 %TLCY %969 %60° St PBOL'S BT 6V SI
BYS'S P¥8'8 %90°¢1 %8L9T BTTET %68°LY %989 BST Sy NI
%TY°S %69°SC %06t %Y0°SE PBYLY1 BIY'LY PIEL BET'SY naa

PAUSLIO-JUAUWISIAUL  (SPUSPIAIP OU)  (SPUIPIAIP 3SB2IIIP)

QJUALIO-JUAUIISIAU QJUALIO-PUIPIAIL ASBAINP H” Q1qeIs ‘q° aseaIldu] -’
-SPUSPIAIP J[qe1S  PAJUILIO-JUIUNSIAU]  PIA)UILIO-JUIUISIAU] PoNIRHOY ! [ pajudLo-puspind PO 19918 2D 1d0

20

sarmpuadxy [ende) v [oueq
SHIDITOJ LNEWLSHAN] ANV SHIDITOJ ANIAIALJ ‘(] 19V ]



21

QUARTERLY EARNINGS MANAGEMENT AROUND THE WORLD:

2014]

(1 ‘YYY 7 ‘yumoy ‘¢ “parg 4 :puodds ‘g <doy) 19p10 SUISLIIOAP UI WAY) JUBI I\
‘Aotjod yoea ur saLnunod 9AY doy opeid pue Anunod yoes ur djdwes (810} Ay} Ul [[90 YOBS JO ORI dY) J)B[NI[B I\ SIION

91 14 14 S € 0 vsn
€ ! [ 0 HMS
4 € ! ! ! dobs
€1 € I 14 S 4 4 YON
9 [4 [ [4 L 4 € [4 R:(0):]
0 0¢ S S S S Ndf
0 €1 € € ¥ € V1I
Ll S S € 14 0 dSI
0 €l 14 14 ! ¥ NI
! I 14 I I [4 naa
© @ er® O @00 0@ @rer®  0r0  @+@+®
(spuoptatp ou) PajuaLIO (spuaptatp ou) pajuaLIo -H%MNMMMME pajudLIO -HWMWMMME pajuaLIO
101 PoJUALIo -JuousaAu] POIUOLIO JuatsaAu] [e10L ‘SPUSpIAIp’ -puSpIAI( ‘SpuspIAIp’ -pudpIAIQ
-JUOUIISIAU] -JUOUIISIAU] o o o o
21qeIs a1qeIs
sarmrpuadxg ¥y saryrpuadxy [ende) sarmrpuadxg ¥y saryrpuadxy ende)
JUOWI)SIAU] puopIAlq
ADI'TOJ LNHWLSHAN] ANV ANHAIALJ “[] 214V ],

@ @ @ a1qess
® ® © PUOpIAIP ON Korjod puapiaiq
© © ©) asea109(g ’ T
©® @ @ asearou[

9sBAI0d([J JqeIS asearou]

Kd1]04 JUDUISIAU]

suoniuge D [oued



22 HITOTSUBASHI JOURNAL OF COMMERCE AND MANAGEMENT [October

corporations ({10 + (D), because we think that those countries focus more on the dividend to
invest actively.

If countries are investment-focused, the ratio of “Investment increase-dividend nonin-
crease” corporations ((4)+(7)+(10) or “investment stable-dividend decrease” corporations ((5)) are
higher than other countries. In addition, we focus on the ratio of “investment increase-no
dividend” corporations ((7)), because we think that those countries can invest without dividend.
The results are shown in table 10.

In addition, we rank them in decreasing order and show them in table 11. Japan, Finland,
and Italy are dividend-focused, meanwhile Israel, the United States of America, and Norway
are investment-oriented. Germany is relatively dividend-focused and Singapore is relatively
investment-focused.

Those results indicate that earnings targets are closely related to dividend and investment
policy. If countries tend to be loss avoidance oriented, corporations in those countries are
required to take priority of dividend. If countries tend to be earnings decrease avoidance
oriented, corporations in those countries are required to take priority of investment.

4. Financial Policy and Institutional Factor

Our findings show that corporations in Japan and Finland are loss avoidance oriented,
meanwhile corporations in Japan tend to manage earnings and those in Finland don't tend to
manage earnings relatively. They also present that corporations in Israel and the United States
of America are earnings decrease avoidance oriented, meanwhile corporations in Israel tend to
manage earnings and those in the United States of America don't tend to manage earnings. Our
findings show that corporations in Germany and Singapore are loss and earnings decrease
avoidance oriented, meanwhile corporations in Germany tend to manage earnings and those in
Singapore don't tend to manage earnings relatively. Why do some countries tend to manage
earnings to achieve earnings targets? To examine it, we focus on the dependence on
shareholders’ equity.

Our measures of shareholders’ equity are composed of two measures. One is the total
shareholders’ equity divided by total assets in each country and the other is the ratio of market
capitalization of listed corporations divided by GDP in each country. The ratio of total
shareholders’ equity divided by total liabilities in Finland and Singapore is higher than other
countries. The ratio of market capitalization of listed corporations divided by GDP in
Singapore, the United States of America, and Finland is higher than other countries. The results
are shown in table 12.

In addition, we grade the top ten countries and rank them in decreasing order in each
measure and calculate the mean of two scores. The scores of Singapore, Finland, Sweden, and
the United States of America show that those countries depend on total shareholders’ equity.
The results are shown in table 13.

These results indicate that the dependence on shareholders’ equity is closely related to the
extent of earnings management in each country. Corporations in Singapore, Finland, Sweden,
and the United States of America don't tend to manage earnings relatively, at the same time
they depend on shareholders’ equity more than other countries. When corporations in those
countries are more dependent on shareholders’ equity, corporations are required to disclose
transparent earnings because investors put pressure upon corporations. On the other hand
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corporations in Japan, Germany, and Israel are not always applied pressure by investors, and it
is possible for corporations to manage earnings.

Why do some countries tend to adopt loss avoidance and dividend-oriented policy and
other countries tend to adopt earnings decrease avoidance and investment-oriented policy? To
examine them, we focus on three measures on legal enforcement. The first measure is the legal
enforcement from the World Bank. World Bank announces the measures of the legal
enforcement for borrowers and lenders every year. The measures show the degree to which
collateral and bankruptcy laws protect the rights of borrowers and lenders and thus facilitate
lending. The results are shown in table 12.

Singapore, Israel, the United States of America, and Germany have stronger legal rights
for borrowers and lenders in collateral and bankruptcy laws than other countries.

The second measures the legal protection for minority investors. Djankov, La Porta Lopez-
De-Silanes, and Shleifer (2005) present a new measure of legal protection of minority
shareholders against expropriation by corporate insiders. We focus on the three measures (ex
ante control, ex post control, and public enforcement). The measure of ex ante control is
composed of four measures. First is the approval by disinterested sharcholders, second is the
disclosures by buyer, third is the disclosures by Mr. James®, and the last is independent review.
The measure of ex post is composed of five measures. First is the each of the elements in the
index of disclosure in periodic filings. Second is the standing to sue. Third is the recession;
case of holding Mr. James liable. Fourth is the ease of holding the approving body liable, and
fifth is the access to evidence. The public enforcement is composed of four measures. First are
the fines for the approving body, second are the jail sentences for the approving body, third are
the fines for Mr. James, and fourth is the jail sentence for Mr. James. We rank the ten countries
in decreasing order in each measure and calculate the average. These measures show that
Singapore has the stronger ex ante control than other countries, Singapore and the United States
of America have stronger ex post control than other countries, and Singapore, the United States
of America, Sweden, and Germany have the stronger public enforcement than other countries.
The results are shown in table 12.

La Porta, Lopez-De-Silanes, and Shleifer (2006) present the measures of the extent of
development of stock market system. We focus on three measures. First is the index of
disclosure requirements. This measure equals the arithmetic mean of (1) prospectus, (2)
compensation, (3)shareholders, (4)inside ownership, (5) contracts irregular, and (6)transactions
(each measure is defined in La porta et al (2006)). Disclosure requirements in Singapore and
the United States of America are stronger than other countries. Second is the index of liability.
This measure equals the arithmetic mean of (1)liability standard for the issuer and its directors,
(2)liability standard for distributors, and (3)liability standard for accountants (each measure is
defined in La Porta et al (2006)). Liability standards in the United States of America are
stronger than other countries. Third is the index of public enforcement. This measure equals the
arithmetic mean of (1) supervisor characteristics index, (2) rule-making power index, (3)
investigative powers index, (4)orders index, and (5)criminal index (each measure is defined in
La Porta et al (2006)). Public enforcement in the United States of America and Singapore is
higher than other countries.

® Djankov et al (2005) define Mr. James as the controlling shareholder of Buyer company and Seller company. He
can enter into transaction between Buyer and Seller.
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F1G. 4. THE RELATION BETWEEN EARNINGS TARGETS AND EARNINGS MANAGEMENT

Earnings Management
(procedures)
Aggressive Passive
Organization
Loss Avoidance JPN FIN Dividend
Both DEU Risk SGP Fbetis
Earnings Decrease Avoidance ISR USA
Investment
Market —
Low Dependence on High

Shareholders” equity

We rank the top ten countries in decreasing order and show the result in table 13. This
table shows that Singapore, the United States of America, and Israel have stronger legal
enforcement than other countries. These results suggest that legal enforcement is closely related
to the earnings target and investment policy. Israel, Singapore and the United States of America
have stronger protection for borrowers, lenders, and investors, thus corporations in those
countries can invest in the expenditures under the earnings increase, even if corporations pay no
dividend or make losses. On the other hand, corporations in Japan, Germany and Finland are
required to pay stable dividend or increase dividend to invest actively. Investors are not
protected by laws, thus they are risk averse and require the corporations to pay stable dividend
or make profits persistently.

The behavior is closely related to major risk taker in each country. To examine it, we
calculate two measures. The one is the ratio of corporations which listed in each country from
2001 to 2009 sequentially in the total sample in each country. The ratio shows the activation of
the stock market in each country. The other is the mean of standard deviations of ROS of
corporations in each country. In addition, we rank them in decreasing order. The results are
shown in table 13.

More corporations in Singapore, the United States of America, Norway, and Germany are
often listed in the stock exchange newly or delisted from the stock exchange. Standard
deviations of ROS show the mean of standard deviations of corporations in each country and
rank the top ten countries in decreasing order. Corporate performance in the United States of
America, Norway, Sweden, and Singapore are more volatile than other countries. Investors can
diversify their risk through the market in the United States of America or Singapore, thus
corporations can invest in expenditures without dividend or profits-making. On the other hand,
it is difficult for investors to diversify their risk through the market enough in Japan, Germany
and Finland, thus corporations can't take their business risk without dividend or making-profits.
Namely, corporations in loss avoidance countries use dividend or making-profits for
accountability of investment.
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V. Conclusions

The purpose of this study is to identify and explain what differences in the characteristics
of earnings management are around the world through an examination of quarterly earnings.

First, we specify earnings targets in each country. To examine it, we calculate the ratio of
profits making or earnings increase corporations in the total sample in each country. We find
that corporations in Germany, Finland, Japan, South Korea and Singapore put more emphasis
on making profits and those in Germany and Japan tend to reverse losses to profits from the
third to fourth quarter. On the other hand, we find the corporations in Germany, Israel, Korean,
Singapore and the U.S. put more emphasis on improving earnings, compared with the previous
quarterly earnings and that those in Germany, Israel, South Korea, and Norway tend to reverse
earnings decreases to increases from the third to fourth quarter especially.

Second, we examine earnings management in each earnings target. We focus on four
measures in each earnings targets. First is the earnings reversal from the third to fourth quarter
in each country. Second is the earnings discontinuity in earnings distribution in each country.
Third is the percentage of corporations with positive performance in the sample of small
negative performance in each country. Fourth is the “smoothing” and “improving” ratio.
Corporations in Japan and Germany tend to manage earnings to avoid losses, meanwhile those
in Finland and Singapore don’t tend to make earnings relatively. Corporations in Israel and
Germany tend to manage earnings to increase earnings, meanwhile Singapore and those in the
United States of America don't tend to make earnings relatively.

Third, we identify the policy of dividend and investment. To examine it, we calculate the
changes in the dividend and investment in each country and investigate which behavior each
country is oriented to. Japan, Finland, and Italy are dividend-focused, meanwhile Israel, the
United States of America, and Norway are investment-focused. Germany is relatively dividend-
focused and Singapore is relatively investment-focused.

Fourth, we investigate the reasons for the international differences of earnings target,
procedures, and dividend and investment behavior. We focus on three measures. First is the
measure of dependence on shareholders’ equity to examine the international differences of
earnings management. This measure shows that the dependence on shareholders’ equity is
closely related to the extent of earnings management in each country. Corporations in
Singapore, Finland, Sweden, and the United States of America don't tend to manage earnings
relatively, at the same time they depend on shareholders’ equity more than other countries.
When corporations in highly equity-dependent countries are required to disclose transparent
earnings because investors put pressure upon corporations. On the other hand corporations in
Japan, Germany, and Isracl are not always applied pressure by investors, thus it is accessible
for corporations to manage earnings.

Second is the legal enforcement for borrowers, lenders, and investors. These measures
present that Singapore, the United States of America, and Israel have stronger legal
enforcement than other countries. These results suggest that legal enforcement is closely related
to the earnings target and investment policy. Israel, Singapore and the United States of America
have stronger protection for borrowers, lenders, and investors, thus corporations in those
countries can invest in the expenditures under the earnings increase, even if corporations make
no dividend or make losses. On the other hand, corporations in Japan, Germany and Finland are
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required to pay stable dividend or increase dividend to invest in expenditures actively. Investors
are not protected by laws, thus they are risk averse and require the corporations to pay stable
dividend or make profits persistently.

How do the characteristics of earnings target, procedures, and dividend and investment
policy affect the attitudes for taking the business risk in each country? To examine it, we focus
on two risk measures. One is the ratio of corporations which listed in each country from 2001
to 2009 sequentially in the total sample in each country. The ratio shows the activation of the
stock market in each country. The other is the mean of standard deviations of ROS of
corporations in each country. In addition, we rank them in decreasing order. The results show
that more corporations in Singapore, the United States of America, Norway, and Germany are
often listed in the stock exchange newly or delisted from the stock exchange. In addition, we
show that corporate performance in the United States of America, Norway, Sweden, and
Singapore are more volatile than other countries. Investors can diversify their risk through the
market in the United States of America or Singapore, thus corporations can invest in
expenditures without dividend or profits-making. On the other hand, it is difficult for investors
to diversify their risk through the market enough in Japan, Germany and Finland, and
corporations cannot take their business risk without dividend or making-profits. Namely,
corporations in loss avoidance countries use dividend or making-profits for accountability of
investment.

This study has some limitations. First, we cannot calculate abnormal accruals under the
model presented in prior literature, because standards for quarterly financial reports are not
consistent internationally, and thus we cannot collect the requisite data. Second, this study does
not adequately examine differences in the accounting standards of each country. These problems
will provide the focus of future research.
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