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Chapter 1: Introduction

1.1 Introduction

The last couple of years there have been an increase in stock-based and option-based
executive compensation. The median exposure of the world wide CEO income to firm stock
price tripled between 1980 and 1994, and doubled again between 1994 and 2000 (Hall and
Liebmann, 2000). And while the median of CEO bonuses was just between 50 percent and 68
percent of the basic salary in 2005, it already increased to 83 percent till 105 percent in 2008
(Piia Pilv, 2008). The firms who are responsible for this change often described the increase
in CEO exposure to stock prices as a way to align upper management incentives with the
interests of shareholders (Bergstresser and Philippon, 2004). However, some studies show an
opposite result (Wells, 2002, Pourciau, 1993), it has been suggested that large option
packages increase the incentives for managers to manipulate their firms’ reported earnings,
especially surrounding CEO changes, because the circumstances surrounding certain types of
executive turnover provide incentives for the incoming and outgoing CEO to make
opportunistic accounting choices. For example, the incoming executives may undertake
earnings management to decrease earnings in the year of the executive change and increase
earnings the following year (Wells, 2002, Pourciau, 1993). However, none of the studies

provide a clear answer to this subject.

This thesis investigates the extent of (income-increasing or income-decreasing) earnings
management in the periods surrounding chief executive officers changes by Dutch firms
during the period 2003-2007. 2008 will not be part of this thesis, because it is not clear
whether the CEO’s who were appointed in 2008, are still employed in 2009. Although the
relation between earning management and CEO changes is already discussed in literature
(Wells, Australia 2002, Pourciau, USA, 1993), there is a lack of empirical evidence for Dutch
firms on this issue. The fact that this region has specific characteristics, which potentially
increase the risk of earnings management, makes it even more interesting to investigate. In
other words, this thesis directly addresses this lack of empirical evidence, and provides the
first evidence by identifying CEO changes and examining the extent of earnings management
prior, during, and immediately after the change of a chief executive officer among Dutch

firms.
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The focus on Dutch CEO changes is motivated by several considerations, those considerations

1.2 Dutch situation

will be discussed in this paragraph per category. First, the differences in characteristics
between the US and Europe will be discussed, then the differences between the Netherlands
and the US and Europe will be reviewed in order to gain more understanding about the

considerations to focus just on the Netherlands in this thesis.

United States versus Europe

Differences in CEO tenure

According to figure 1 (Garret, 2007), we can see that Europe led the world in CEO turnover in
2007, with an overall rate of 17.6 percent, compared with 15.2 percent in North America, 10.6
percent in Japan, and 9.1 percent in the rest of the world. Europe is the most aggressive region
in replacing CEO’s whose companies aren’t performing well; it has the fastest rate of growth
in CEO turnover, and the shortest average CEO tenure. This shorter CEO tenure in Europe
potentially increases the risk of earnings management in Europe, because managers who are
threatened by termination try to increase earnings to avoid termination according to Murphy

and Zimmerman (1993).
Figure 1: CEO turnover by region.

2% NORTH AMERICA EUROPE JAPAN 2%

16% 16%

Acquired Acquired
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Dismissed
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Dismissed

Dismissed

Retired
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Legend:
Acquired = Due to acquisition of a company or a merger
Dismissed = Non-routine change

Retired = Routine change

Difference in CEO governance models
Another difference between Europe and the US may be their different CEO governance

models, i.e. is whether the CEO also serves as chairman of the board during their CEO tenure,
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because according to figure 2, a combined CEO-chairman is less likely to be dismissed
(Karlsson et al, 2007).

Figure 2: Tenures of CEO’s who were chairman.

16
years

12 At the Start of
Their Tenures

At the End of
Their Tenures |

4

Legend:

--- = CEO & chairman at one time at the end of their tenure (US)
--- = CEO & chairman at one time at the start of their tenure (US)
--- = Never been a CEO & chairman at one time (Europe)

In Europe, only 16.5 percent of the European CEO’s leaving office in 2007 held both titles
during their careers as a CEO, with an average tenure of 5 years; while in North America,
nearly 75 percent held both titles during their careers as a CEO with an average tenure of 10
years. The longer tenure of CEOs in the US might be explained by the fact that the idea of a
long-serving CEO which is deeply ingrained in the U.S. business culture in contrast with
Europe (Lucier et al, 2005). Furthermore, the low number of CEO’s who hold both titles in
Europe reflects established governance models in many countries (including France,
Germany, Italy, the Netherlands, and the United Kingdom). The shorter CEO tenure in
Europe, potentially increases the risk of earnings management in Europe. Because as
mentioned above, according to Murphy and Zimmerman (1993), managers who are threatened

by termination try to increase earnings to avoid termination.

United States versus Europe versus the Netherlands

Differences in CEO governance models

In the previous part, a difference in CEO governance model has already been discussed.
However, there is another explanation for the difference in European and North American
rates of CEO dismissal within the CEO governance models. In a study done by Booz Allen
Hamilton, they found significant differences between geographic regions. In Europe, where
CEQO’s are presumed to be more protected by intimate relationships among senior

7
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management, boards, governments, and financial institutions, CEO’s are at most risk contrary
to the expectation. This result might be explained by the difference between Europe and the
US in their CEO governance models, because in Europe there is the Rhineland model.
Countries with 'Rhineland model' policies include Austria, Belgium, France, Germany and
Luxembourg. Another term used to describe these countries is the continental social
partnership model. In this model they think more in terms of stakeholders. By encouraging
influence from every party involved, one can achieve a better situation for everyone.
However, this assumption (a better situation for everyone) doesn’t always have to be in the
interest of the shareholder. In fact, the Rhineland model makes the shareholder in Europe of
less influence on the CEO’s compared to the US. Because in the US where the self-regulated
Anglo-Saxon model is applied, issues such as economic value and shareholder value take
precedence, with a result that the shareholder has more influence. This difference in influence

of the shareholders might explain the difference in rates of dismissal of the CEO’s.

In the Netherlands, there has not been an Anglo-Saxon business model like the US, but the
‘collegial Poldermodel” which is derived from the Rhineland model (It has to be noticed that
in the last couple of years, there have been a shift towards the Anglo-Saxon business model).
In this Poldermodel, consensus and teamwork are the most important aspects, resulting in
among other things wage-restraint and employment growth (van de Kerkhof, 2006). This
wage-restraint is an important aspect. Because stockholder think that high bonuses might
increase the explicit incentives that CEO’s may experience to manipulate income to maximiae
bonus-based compensation. However, the wage-restraint (which include the bonuses for the
CEO’s) due to the Poldermodel, potentially reduces the explicit incentives that CEO’s may
experience to manipulate bonus-based compensation. On the other hand, the low rates
(actually the lowest compared to figure 3) of total CEO compensation may also increase the
potential risk of earnings management, because it provides incentives to the Dutch CEO’s to

increase their income by manipulating earnings.

Differences in bonuses

Another difference between the Netherlands and Europe/US is the difference in rates of CEO
compensation. This rate of CEO compensation might be an incentive for CEO’s to manage
earnings to maximize bonus-based compensation, and thus also resulted in some discussions
in the Netherlands about the bonuses of CEO’s (Weblog topsalaris Volkskrant, 2009). An

example is the participation of the Netherlands during the G20 meeting in London in 2009 to
8
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reach a consensus on executive pay. The goal of the meeting was to pass “tough new
principles on pay and compensation”. While the Netherlands are not a member of the G20,
they still came up with some proposals to reach this goal (Gruyter, 2009).

This discussion about bonuses is caused by the fact that stockholders think that high bonuses
might increase the explicit incentives that CEO’s may experience to manipulate income to
maximize bonus-based compensation (Cools, 2008). However, a recent study shows that the
Netherlands has a much lower (the lowest) rate of total CEO compensation compared to

Europe and the US (Garret, 2008)".
Figure 3: Chief executive - total cash (€000s).

1 10 4 19

Mo of companies 50 0]

Upper Quartile 3,920 6,600 2400 3,660 - 4,300
Median 3280 4,420 2,820 3,280 1,680 3,590
Lower Quartile 2570 2,530 1,940 2,730 - 3,230
Median Indexed 100 137 26 100 g1 109
to Europe = 100

The European companies covered are the 50 largest by market capitalisation for which chief executive
compensation data are disclosed: UK (19), France (11), Germany (10), Netherlands (4), Italy (3), Switzerland
(2), and Finland (1).

This could show an opposite effect, it potentially reduces the explicit incentives that CEO’s
may experience to manipulate bonus-based compensation. On the other hand, it may also
increase the potential risk of earnings management, because Dutch CEO’s have the lowest
rates of total CEO compensation compared to CEO’s in other countries, and this lower
income might provide incentives to the Dutch CEQO’s to increase their income by
manipulating earnings. So there is no clear answer yet to this subject and also prior research,
that was mainly US-based, does not provide a clear answer. Also, it has to be noticed that the
number of the sample size for the Netherlands in figure 3 is just four, so the result of this

study are not that strong to draw conclusions about the behaviour of CEO’s.

Differences in corporate governance
According to Karlsson et al (2007), the higher number of CEO dismissals at European
companies might also be a result of the corporate governance reforms established since the

late 1990s by many countries, including the Netherlands. On the 1% of January of 2004, a new

! This research is done by the Hay Group, a human resources firm. The report indicated that chief executives
received in the US and the UK have the highest median total direct compensation (including salary, bonus, and
fair value of long-term incentive awards) according to the survey of compensation at the 50 largest European
companies and the Netherlands had the lowest rates of total CEO compensation.
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Dutch Corporate Governance Code became effective. The results of these reforms have been
a shift of power from CEQO’s to boards of directors and shareholders, with a result that boards
have become more proactive about risk management and are therefore more likely to depose a
CEO. During these non-routine, unplanned CEO changes, the CEO’s might have several
incentives to manage earnings; this will be discussed more in detail in chapter 4. On the other
hand, the new corporate governance code might also have reduced earnings management
during CEO changes; because due to the improved regulations, it might have become more
difficult for the Dutch CEO to manage earnings.

This can be explained by the fact that the new Dutch corporate governance code requires
companies to annually publish how it applied the principles of the corporate governance code
to its company’s corporate governance in the last financial year. According to this corporate
governance code, the management board and supervisory board should take account of the
interest of the different stakeholders more than before. This is directly related to the positive
accounting theory and the agency problem, and thus to this thesis. Good entrepreneurship,
including integrity and transparency of decision-making by the management board, and
proper supervision thereof, including accountability for such supervision, are essential if the
stakeholders are to have confidence in the management board (Corporate Governance
Committee, 2003). These are the two pillars on which good corporate governance rests and on
which this Dutch code is based.

The combination of the shortest average of CEO tenure in Europe, the differences in CEO
governance models between the US and Europe, the lowest rates of total CEO compensation
in the Netherlands and the differences in corporate governance between the Netherlands and
Europe and the US, potentially increases the risk of earnings management in the Netherlands
compared to the U.S. In this thesis | will investigate whether there is earnings management

prior, during, and after a CEO change in the Netherlands.

1.3 Non-routine versus routine changes

Prior literature (Pourciau 1993, Wells 2002) has found that the motivations and opportunities
for income manipulation vary with the circumstances of the CEO change. Their prediction,
based upon a research done by Vancil (1987), is that the degree of earnings management will
be higher in times of non-routine changes. Because non-routine changes are often unplanned
due to inadequate time and/or insufficient opportunity to select and groom a successor CEO, it

is difficult for the directors and stockholders to structure the CEO turnover in a way that
10
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minimizes the opportunities and incentives for earnings management (Pourciau, 1993).
However, in my opinion it is not just the company who will not be able to take the time for
structuring the CEO turnover (because non-routine changes are most of the time unplanned);
but it is also possible that the outgoing CEO has no time to perform earnings management.
And from that point of view there will be less chance for earnings management behaviour and
the degree of earnings management will be lower even during a non-routine change.

This knowledge will be used by separating the CEO changes into non-routine and routine
changes. This classification of CEO changes as routine or non-routine is based on an extended

information search and that provides insights into the CEO change process.

1.4 Research question
Taking these considerations into account and after studying prior research with the scope on
earnings management and CEO changes (Pourciau, 1993; Murphy and Zimmerman, 1993;

Wells, 2002), the following research question has been developed:

‘Is there significant evidence of earnings management surrounding non-routine and routine
CEO changes of Dutch firms during the period 2003-2007?"

2008 will not be part of this thesis, because it is not clear whether the CEO’s who were
appointed in 2008, are still employed in 2009. And 2003 is the starting point, because the two

websites that have been used to identify the CEO changes became effectively since 2002.

Furthermore, the following sub questions will be used in order to give answer to the research
question:

- What is earnings management?

- What are the methods to detect earnings management?

- What are the incentives for incoming and outgoing CEO to apply earnings

management?

- What is the relationship between earnings management and CEO changes?

- What is the research design for this study?

- What are the results of this study?

11
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1.5 Methodology

In order to give answer to the research question, the following accrual detection models will
be used: the times series modified-Jones model and the performance-matching Jones model.
The choice for the modified-Jones model is based on several considerations. First, it is the
most commonly used model to estimate the non-discretionary accrual component despite
more recent models, so it will be easier to compare the results of this study to prior research.
Also, due to the limitations of the other models, which will be discussed later on, this model is
supposed to be the best model for this study. The performance-matching Jones model will be
used as well because it is almost similar to the modified-Jones model, except that it is
augmented to include ROA;; or ROA;:-;. Kothari’s motivation to use ROA as the matching
variable is caused by the fact that Dechow et al. (1998) suggest that ROA controls for the
effect of performance on measured discretionary accruals. Kothari (2005) suggest that this
model might provide stronger results for earnings management. However, there are no studies
yet who confirmed or rejected this assumption. Those two models will be used to measure the
level of accruals during 67 CEO changes among 62 firms. And in addition, I will also
evaluate the two competing models to find out which of the two models is actually a better
model to detect earnings management. This will be done in a way described in the paper of
Dechow (1995), who argue that the power of the earnings management test is inversely
proportional to the magnitude of the standard error. In other words, the standard deviation of
total accruals becomes the benchmark with which discretionary accruals should be evaluated.
That is, a good discretionary model must yield standard error below this level (Dechow,
1995).

The CEO changes in this thesis were identified by using a list of the annually best paid CEO’s
at Dutch companies; this list can be found on the website of the Dutch newspaper Volkskrant.
By comparing the same list for different years, it was possible to identify CEO changes. This
procedure has also been applied to another list on the website www.bestuursvoorzitter.nl. This
site does not just contain the best paid CEQ’s, but the rewards of all CEO’s of the companies
on the Euronext Amsterdam. In this way it was possible to identify even more CEO changes.
Besides these two lists, other CEO changes were identified by using the annual list of FEM
Business which contains the top ten CEO’s of large companies (also not listed companies)
who are likely to depart that year. All these changes were confirmed by reference to firms’

annual reports. For an overview of all the CEO changes, see appendix B.

12
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The expectation is to find evidence for earnings management prior to CEO departures like

1.6 Expected outcome

Dechow and Sloan (1991), caused by the lowest CEO income and the specific characteristics
of the corporate governance in the Netherlands. This is in contrast with the results of prior
research (Pourciau, USA, 1993; Murphy and Zimmerman, USA, 1993; Wells, Australia,
2002), which found little empirical support for CEQO’s undertaking upward earnings
management prior to a CEO change.

Furthermore, the expectation is to find support for the view that incoming CEO’s take an
earnings bath in the year of a CEO change, with the strongest results for CEO changes
categorised as non-routine, caused by the fact that non-routine changes are often unplanned,
making it difficult for the directors and stockholders to structure the turnover in a way that

minimizes the opportunities and incentives for earnings management.

1.7 Relevance

This thesis contributes to the literature by providing first evidence of earnings management
around CEO changes in Europe, and specifically the Netherlands. Prior research was mainly
US and Australian-based and the expectation is to find significant evidence of earnings
management surrounding CEO changes of Dutch firms, based on the differences in
compensations and CEO tenure between the regions as mentioned above. Furthermore,
stockholders think that high bonuses might increase the incentives that CEO’s may experience
to manipulate income to maximize bonus-based compensation. This means that the new
guidelines in the Netherlands might not have strengthened the corporate governance function
and did not enhance the integrity of financial reporting surrounding CEO changes. The results
of this thesis could provide incentives and help regulators in their decision to make
adjustments to the corporate governance code surrounding CEO changes, in an attempt to
reduce the chance of CEO’s using earnings management within companies.

Second, contrary to the study by Wells (2002) who just used one prediction accrual model, the
modified-Jones model and performance-matching Jones model will be evaluated as well in
this thesis in order to find out which model is a better discretionary accrual model. So the
results of this thesis offer some practical guidance for determining which model to use for
detecting earnings management activity surrounding CEO changes. In other words, this thesis
extends the prior work by using and evaluating the results of the two models, and also a more

recent period will be investigated.

13
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1.8 Outline

The remainder of this thesis is organized as follow. In the second chapter, earnings
management will be reviewed to answer the first sub question what earnings management
actually is. The procedures and methods used to investigate and detect earnings management
are discussed in the third chapter and that way will provide answer to the second sub question.
The third and fourth sub questions will be answered in chapter four and chapter five, prior
literature about earnings management relating to CEO changes and possible incentives for
CEO’s to manage earnings will be reviewed in those chapters. In chapter six the research
design will be discussed together with the data collection. In chapter seven the last sub
question will be answered by providing the results of this study, which will be analyzed and
discussed. And finally, conclusions, limitations and suggestions for future research are presented

in the last chapter.

14
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Chapter 2: Understanding earnings management

2.1 Introduction

One of the objectives of external reporting is the dissemination of information from inside the
organization to outsiders. More specifically, to provide users with information about the
financial position, results and changes in the financial position which they need for making
economic decisions (Klaassen en Hoogendoorn, 2004). Because there are often conflict of
interests between the (management of the) organization and outsiders, there is a need for an

institutional and juridical framework of reporting regulations.

2.2 Positive Accounting Theory

The positive theory is closely related to this thesis, it is a theory that seeks to explain and
predict particular phenomena. It is a theory that purports to describe behaviour that is actually
practiced as opposed to norms or standards that ought to be practiced. An example of a
particular positive theory of accounting is the positive accounting theory of Watts and
Zimmerman (1978). As Watts and Zimmerman state, Positive Accounting Theory is
concerned with explaining accounting practice. It is designed to explain and predict which
firms will and which will not use a particular method, but it says nothing as to which method
a firm should use. This is in contrast with the normative accounting theory that seeks to derive
and prescribe "optimal™ accounting standards. The positive accounting theory focuses on the
relationship between management and owners involved in providing resources to an
organization and how accounting is used to assist in the functioning of these relationships
(Watts and Zimmerman, 1978). It is focused on the behavior of managers and the goal of this

theory is to describe, explain and predict actual accounting practices of managers.

The positive accounting theory is based upon two assumptions. The first assumption is that all
individuals are self-interested and will try to increase their wealth. The second assumption is
that individuals will always act in an opportunistic manner (Watts and Zimmerman, 1978). An
example of self interested behaviour, and which is an important aspect of this thesis, is the
self interest of the outgoing CEO to increase their bonus compensation at the end of their
CEO tenure. As a consequence of this opportunistic behaviour, the organization will try to put
mechanism in place in an attempt to align the interest of the agents and the principals. An

example of such a mechanism and also a subject of this thesis is the compensation contract for

15
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the CEO (chief executive officer). However, the question upon today is still whether CEO’s
really act in the interest of the shareholders due to these compensation contracts (value
increase of the organization), or whether they are still acting in their own interest (increase
their bonus compensation), especially during a CEO turnover. Given the assumptions that all
individuals are driven by self-interest, the positive accounting theory could explain
management choice of particular accounting methods.

Besides those two assumptions, the PAT is organised around three hypotheses, which are:

- the bonus plan hypothesis
- the debt covenant hypothesis

- the political cost hypothesis

The first hypothesis (the bonus plan hypothesis) implies that managers will use accounting
policies that are likely to shift reported earnings from future periods to the current period.
This is to maximize their personal compensation as by reporting a high net income, their
utility will be maximized through bonuses and incentives (Watts and Zimmerman, 1990).
However, a bonus plan does not always give managers incentives to increase earnings.
Because when earnings are below the minimum level required for payment of a bonus, or
when bonus compensation has already been maximized, managers would rather have
incentives to reduce earnings then increase earnings. This bonuses plan hypothesis is directly
related to the subject of this thesis, because CEO’s might have the incentives to make income-
increasing accounting decisions in a period prior to the CEO change to maximize their
bonuses just before they leave the company, or income decreasing incentives during the year
of a CEO change. However, it has to be noticed that there is a difference between stock-based
bonuses and earnings-based bonuses. Because the latter one is directly related to the subject of

this thesis, while stock-based bonuses are indirectly related to the subject of this thesis.

The second hypothesis, the debt covenant hypothesis, implies that a firm's main managerial
objective is to minimize problems with creditors. Especially at times where firms are close to
violating accounting-based debt covenants, they are more likely to select accounting
procedures that shift reported earnings from future periods to the current period (Watts and
Zimmerman, 1990). Also this hypothesis is related to this thesis, because in the period prior to
the CEO change, the CEO are more likely to select accounting procedures that shift reported

earnings from future periods to the current period. Basically firms choose accounting
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procedures that increase income to avoid violations with creditors. This way they build

confidence among the creditors and thus might avoid an early termination.

Also the last hypothesis is related to earnings management but not applicable to the subject of
this thesis. The political cost hypothesis states that the greater the political cost to the firm, the
more likely management is to use accounting policies to defer reported earnings from current
periods to future periods, because highly profitable firms attract media and consumer
attention. This attention could be an incentive for management to make use of earnings
management. Because the consequence is that questions will be raised in times of high profits,
this attention can create an increase in taxes and other regulations (Watts and Zimmerman,
1990).

These three hypotheses are the cornerstones of the PAT, and all three the hypotheses are
directly related to earnings management. Another theory that also describes this problem and
related to the PAT and this thesis is the agency theory. The principal-agent problem is found
in most employer/employee relationships, for example, when stockholders hire top executives
(CEOQO?’s) of corporations. The principal-agent theory explains the relationships that arise under
conditions of incomplete and asymmetric information when a principal (shareholder) hires an
agent (CEO) (Jensen and Meckling, 1976). An example is the problem that the two may not
have the same interests, while the principal is, presumably, hiring the agent to pursue the
interests of the former. And according the assumption of the positive accounting theory, the
agent (CEO), might be only interested in his own compensation during his tenure. Various
mechanisms may be used to try to align the interests of the agent in solidarity with those of
the principal, like a contract between the principal and the agent. However, there is still no
clear answer to the question whether those mechanisms really work in an attempt to align the

interest of the agent with those of the principal.

So both the positive accounting theory and the agency theory as well are part of this thesis
(see chapter four). Not just because this thesis will provide more information about CEO’s
behavior during a CEO turnover in the Netherlands, but also it will try to answer the question
whether CEO’s undertake upward earnings management prior to a CEO change or downward
earnings management after a CEO change (so whether they act in the interest of the

shareholders).
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In prior literature there are many definitions given about earnings management. Most of these

2.3 Definitions of earnings management

definitions describe earnings management as a negative phenomenon. However, not all
earnings management is misleading. According to Ronen and Yaari (2008) there are many
different definitions of earnings management and these definitions can be classified as white,

grey or black. Figure 5 shows a summary of these different definitions.

Figure 5: Alternative definitions of earnings management

White

Gray

Elaclk

Farmings management 1s
taking advantage of the
flexabality 1n the chowce
of accounting treatment
to signal the manager’s
private nformation on
future cash flows

Earnings management 15
choosing an accounting
treatment that 15 erther
opporfunistic (maximiz-
g the utility of man-
agement only) or eco-
nomically efficient

Larnings management
1s the practice of using
iricks to misrepresent
or reduce transparency
of the financial reports

Beneficial (white) earnings management enhances the transparency of reports; the pernicious
(black) involves outright misrepresentation; and managing reports within the boundaries of
compliance with bright-line standards (grey), which could be either opportunistic or
efficiency enhancing (Ronen and Yaari, 2008). It has to be noted that all three definitions are
within the boundaries of the rules and regulations

An example of a negative (black) definition is given by Healy and Wahlen:

“Earning management occurs when management use judgment in financial reporting and in
structuring transactions to alter financial reports to either mislead some stakeholders about
the underlying economic performance of the company or to influence contractual outcomes

that depend on reported accounting numbers”(Healy and Wahlen, 1998).

Two aspects of the above definition will be further discussed. First, management has a lot of
choices that they can exercise judgment to influence the figures. Because these will not
always be objective decisions, future estimations could be an instrument for managers to
manipulate. The second aspect is the mentioned objective of earnings management as being to
mislead stakeholders, as mentioned above, according to the classification of Ronen and Yaari

(2008) not all earnings management is misleading.

Another well-known definition that describes earnings management in a negative manner is

that from Schipper:
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“Earning Management is a purposeful intervention in the external financial reporting
process, with the intent of obtaining some private gain as opposed to merely facilitating the
neutral operation of the process” (Schipper, 1989).

Both definitions include the freedom of management to operate within the rules and
regulations of external reporting. Behaviour outside the boundaries of the rules and
regulations is called fraud. However, the latter one is not the focus in this study.

Beside these two negative descriptions of earnings management, there are also some positive
(white) aspects mentioned in prior literature as mentioned above. Healy and Wahlen (1998)
give a short (white) comment on their (black) definition, by mentioning that management can
also have intentions to make financial reports “more informative” for users. Also Beneish
(2001) puts earnings management in a more positive view by mentioning the information
perspective on earnings management. The intention of earnings management is “a means for

managers to reveal to investors their private expectations about the firm’s future cash flows”.

Several definitions of earnings management have been discussed above, positive (white)
definitions and negative (black) definitions as well. Although it is known that not all earnings
management is misleading, this study will investigate whether earnings management does
exist in the Netherlands, based on the fact that we do not know whether management is
always acting in the interest of stockholders. Also, it has to be noticed that during this
empirical research, there will be no distinction made between black, white or grey earnings
management, because we simply don’t know what the incentives are if earnings management
is applied during CEO changes. As will be discussed in the next paragraph, management have
a lot of incentives to manipulate a firm’s reported earnings, which cause stockholders being
sceptic all the time. By investigating whether there is significant evidence of earnings
management surrounding non-routine and routine CEO changes of Dutch firms, this study
might improve the relationship and trust between stockholders and management by providing
more insight in management reporting behaviour.

During the investigation of this thesis it is important to be aware of the distinction between
earnings management and earnings manipulation. Earnings manipulation occurs when
managers manipulate earnings to mislead investors and benefit from the wealth transfer
between investors and management, while earnings management does not support this notion,

because it does not mislead investors (Stolowy & Breton, 2004).
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Although it is known that earnings management exists, it seems to be very difficult for

2.4 Management’s incentives for earnings management

researchers to prove it with convincing evidence (Beneish 2001). “This problem arises
primarily because, to identify whether earnings have been managed, researchers first have to
estimate earnings before the effects of earnings management, which is not an easy task”
(Healy and Wahlen, 1998).
One common approach is to identify management’s incentives for making use of earnings
management and to estimate whether patterns of unexpected accruals (detection methods will
be discussed in chapter 3) are consistent with these incentives (Healy and Wahlen, 1998).
Healy and Wahlen distinguish three different incentives for earnings management:

1. Capital Market motivations

2. Contracting motivations

3. Political costs motivations

The first incentive means that management tries to manipulate earnings in an attempt to
influence short-term stock price performance. This is possible because investors and other
interested parties make use of all available information to predict the profitability and
performance of an organization. An example of information where investors rely on is
accounting information published by the organization. This gives the management of an
organization incentive to manipulate accounting information to achieve specific objectives.
For example, increasing the results and stock prices makes them more attractive for investors.
The second incentive deals with different individuals involved in providing resources to an
organization. Because the behaviour of management is characterized as self interest, outsiders
like to conclude contracts to anticipate unwanted behaviour. “Watts and Zimmerman (1990)
suggested that these contracts create incentives for earnings management because it is likely
to be costly for compensation committees and creditors to “see through’ earnings
management” (Healy and Wahlen, 1998). The first and second incentives are both closely
related to each other, because contracts nowadays often contain stock-based and option-based
executive compensations as part of the contracts. The last incentive for management’s
discretional judgment has to do with the size of the company. It predicts that larger companies
have higher incentives than smaller companies to manipulate the figures because the larger
the company the more attention the company attract from public. Not this attention, but the
consequence that questions will be raised in times of high profits, could be an incentive for

management to make use of earnings management.
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Managers who want to influence accounting income can choose between a couple of methods.

2.5 Methods of earnings management

Some of the methods are pure accounting decisions, and some of the methods require real
transactions. Generally, there are two methods to apply earnings management: Real
transactions and accrual management. The first method means that managers are manipulating
reported earnings by structuring real transactions. That is, they can alter the timing and scale
of real activities throughout the accounting period in such a way that a specific earnings target
could be met (Kim and Sohn, 2009). It is also called natural income manipulation, i.e. playing
with the timing of transactions (Stolowy and Breton, 2004).

However, in this study, the focus will be on accruals, accruals are the difference between the
results and the cash flow (Ronen and Yaari, 2008). Since the cash flow can not be
manipulated by the method of accrual manipulation (it can by real transactions), the result can
only be affected by adjustments to accruals. Accruals occur when revenues and expenses are
recognized when they are accrued. Accrued revenue refers to revenue that has been incurred
but not yet received. Accrued expense, in contrast, refers to an expense that has been incurred
but not yet paid. Managers can manipulate accruals at the end of the financial year, which is

as mentioned above, within the boundaries of compliance with bright-line standards.

One way to manage earnings is income smoothing, which means moderating year-to-year
fluctuations in income by shifting earnings from peak years to less successful periods. This
will lower the peaks and support the troughs, making earning fluctuations less volatile
(Trueman et al, 1988). Another way is big bath accounting. Big bath accounting is strongly
related to this research. According to Hoogendoorn et al (2004), it is the process where
corporations write-off or write-down certain assets from their balance sheets in a single year.
The write-off removes or reduces the asset from the financial books and results in lower net
income for that year. The objective is to ‘take one big bath’ in a single year so future years
will show increased net income, this way the incoming CEO attempts to attribute past poor
performance to the previous CEO since they are not held responsible for past performance
(Hoogendoorn et al., 2004).

2.7 Conclusion
In this chapter earnings management and management’s incentives for earnings management
have been described in an attempt to gain more knowledge about earnings management, the

objective of the first sub-question. As mentioned above, there are positive definitions and
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negative definitions of earnings management as well. But before analyzing whether there is
earnings management behaviour surrounding CEO changes, several methods to detect
earnings management will be discussed in the next chapter. However, it has to be noticed that
earnings management is not easy to detect by just using external financial statement
information, because earnings management tends to be invisible and not directly measurable.
In an attempt to solve this problem, several methods to detect and measure earnings
management have been developed during the last years. These methods are: the discretionary
accrual method, the single accrual method and the total accruals method. The focus in this
study will be on discretionary accruals, these models are based on the assumption that
managers mainly rely on the discretion over accounting accruals in relation to earnings

management (Jones, 1999). These models will be discussed further in the next chapter.
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Chapter 3: Detection models of earnings management

3.1 Introduction

In the previous chapter different definitions of earnings management have already been
discussed. In addition it could be concluded that it is still difficult to detect the use of earnings
management. The main reason is that it is necessary to define normal earnings before
concluding something about unusual earnings. Various researchers who tried to detect
earnings management behaviour have developed some models. In this chapter, the most
important accrual models will be discussed: the Healy model (1985), the DeAngelo model
(1986), the Jones model (1991), the modified Jones model (1995), the Margin model (2000)
and the performance- matching Jones accrual model (2005). In the conclusion, the motivation
for choosing the modified Jones (1995) model as a basic for further investigation will be

discussed and the motivation for using the performance-matching Jones model (2005) as well.

3.2 Accrual models

Before discussing the different accrual prediction models, it is useful to define accruals and
describe the measures used in the empirical literature. Total accruals are defined as the
difference between net income and cash flow from operations (Dechow et al., 1995). There
are two types of accruals: the normal or expected accruals (referred as non-discretionary) and
the abnormal or unexpected (referred as discretionary) accruals. Non-discretionary accruals
are accruals that arise from transactions made in the current period that are normal for the
firm given its performance level and business strategy, industry conventions, macro-economic
events, and other economic factors. Discretionary accruals are accruals that arise from
transactions made or accounting treatments chosen in order to manage earnings (Ronen, Yaari
2008). The problem is to identify the discretionary component of accruals. In the next part,
some of the accrual prediction models and the power or limitations of each model will be

discussed.

3.2.1 Healy model (1985)

Healy (1985) was the first one who tried to detect earnings management by estimating
deviations from normal levels of accruals. He decomposes accounting earnings into cash
flows from operations (Ct), non-discretionary accruals (NDAt) and discretionary accruals

(DAt), where he defines non-discretionary accruals as accounting adjustments to the firm’s
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cash flows mandated by accounting standard-setting bodies and discretionary accruals as
adjustments to cash flows selected by the manager (Healy, 1985). Healy measured the non-
discretionary accruals with the average total accruals from a particular period (i.e. the
estimation period, most of the time a period of 5 years) without making a distinction between
discretionary and non-discretionary accruals. So the non-discretionary accruals are supposed
to be constant in the Healy model, because Healy assumes TA=DA during the estimation
period. However, Kaplan (1985) points out a weakness to this research: Errors arise when
measuring non-discretionary accruals if the average total accruals of the prior years are being
used as a proxy, because non-discretionary accruals are most of the time not equal to zero and

actually do vary with economic conditions and circumstances.

3.2.2 DeAngelo model (1986)

DeAngelo et al assume a random walk by defining discretionary accruals as the change in
total accruals of the current period t compared to the total accruals of period t-1. DeAngelo’s
model assumes the most recent period t-1 contained no earnings management and therefore
that period’s total accruals are a reasonable proxy for non-discretionary accruals. So actually,
DeAngelo defines total accruals as Healy (1985). However, there is a difference between the
Healy model and the DeAngelo model, while the latter one is using the total accruals of just
the prior year as a proxy for non-discretionary accruals; Healy uses the average of past total

accruals of several years (most of the time 5 years) as a proxy for non-discretionary accruals.

However, as already mentioned above, Kaplan (1985) already stated that it is not possible that
non-discretionary accruals are zero given a period. With a result that following DeAngelo’s
model, it might occur that non-discretionary accruals will be classified as discretionary
accruals, while they are not. Dechow et al. (1995) also state that the assumption that the
average change in nondiscretionary accruals is zero for both the Healy model and the
DeAngelo model, will result in errors when nondiscretionary accruals change periodically
(Dechow, 1995).

3.2.3 Jones model (1991)

Jones (1991) proposes a model that attempts to control for the effects of changes in a firm’s
economic circumstances on non-discretionary accruals. The Jones model uses changes in
revenues (REV) from period t-1 to t and period t gross plant, property, and equipment (GPPE)

to predict total accruals and to control for changes in the firm’s economic circumstances:
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GPPE is used to control for the portion of total accruals related to non-discretionary
depreciation expense, and REV to control for the normal (unmanaged) level of current
accruals. Sales revenues are an objective measure of the firm’s operation before manager’s
manipulation, so this variable will control for the economic environment of the firm (Jones,
1991). But before calculating non-discretionary accruals, total accruals have to be calculated
first, which are defined as the difference between net income before extraordinary items and
operating cash flows:

T4 L HXET it CFD:’!

P Au (1)
Where:
TAit: Total accruals
EXBIit: Earning before Extra Ordinary Items for firm i in year t.
CFOit: Operating Cash Flows for firm i in year t.
Ait-1: Total Assets for firm i in year t.

Then, Jones uses a two-stage approach to separate the normal and abnormal accruals. In the
first stage, the estimation stage, Jones assumes that in the control year (t-1) no discretionary
accruals exist or where it is expected to average to zero.

The parameters are estimated by regressing the total observed accruals (TA) on the change in
sales (AREV) and the gross level of property, plant and equipment (PPE). The parameters are
estimated for each sample firm separately by using the longest available time-series data prior
to the event year. The estimated coefficients are used to calculate the nondiscretionary
component in TA. These coefficients are the level at which the associated variable influences
the NDA. It is reasonable to say that these coefficients differ per industry. Estimates of the
firm-specific parameters, al, 02 and o3, are generated using the following model in the

estimation period:

B _ m[LJ + 0y Lﬂ J + a{PPE"" J +e,
A g Ay Ay LA * ()
Where
EAit: Estimated total accruals for firm i in period t.
AREVit: Change in revenues for firm i in period t.
PPEit: Property plant and equipment for firm i in period t.
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Ait-1: Total assets in for firm i period in period t-1 (use of assets as the deflator is
intended to mitigate heteroskedasticity in residuals).

al, 02, a3:  Firm-specific parameters.

Eit: Error term for firm i in period t.

In the second stage, the discretionary component of the total accruals is determined by using
the parameters that have been estimated in the first stage of the model. In this stage, the non-
discretionary accruals (NDA) are determined by combining the parameters with AREV and
PPE.

NDA, F1 [ AREV, [ PPE,
: =a.L +a{—' + 0| — (3)
A i ] A;-_| "1',‘.‘—I A.‘.‘—I
Where
NDA.:t: Non-discretionary accruals for firm i in period t.
AREVit: Change in revenues for firm i in period t.
PPEit: Property plant and equipment for firm i in period t.
Ait-1: Total assets in for firm i period in period t-1.

al, 02, a3:  Firm-specific parameters.

The abnormal or discretionary accruals (DA) are determined by subtracting NDA from TA:

Dy =TAu - NDA, @)
Where:

DA.t: Discretionary accruals for firm i in year t.

TAit: Estimated total accruals for firm i in year t. (see equation 1)
NDA.:t: Estimated non-discretionary accruals for firm i in yeart.  (see equition 3)

So Jones (1991) modifies the definition of total accruals compared with DeAngelo (1986).
The use of longer time series improves estimation efficiency but in addition increases the
probability of structural changes during the estimation period (Jones, 1991). Furthermore,
Jones (1991) adds the PPEit variable to the model to control possible changes in non-
discretionary accruals caused by changing conditions. However, Dechow et al (1995) point

out a weakness of the standard-Jones model, they argue that since all revenue changes in the
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Jones models are assumed to be non-discretionary, the resulting measure of discretionary

accruals does not reflect the impact of sales based manipulation.

3.2.4 Modified Jones model (1995)

As mentioned above, earnings management through sales can not be detected by the Jones
model. In an attempt to capture sales-based manipulations, Dechow et al. (1995) proposed a
modification to the standard Jones model. The first stage of estimating normal accruals is
similar to the Jones model. In the second stage, the event period, NDA is computed by
multiplying the estimated coefficient of the change in sales by the change in cash sales (the
change in revenues minus the change in accounts receivable) instead of the change in sales
(Ronen and Yaari, 2008).

NDA, Co "AREV, — AREC),  PPE,
=4:<,L +c¢2L +113L (5
A g Ay Ajey Ay
Where:
AREC:it: Change in receivables for firm i in period t.

So Dechow added the variable AREC (net receivables in year t less receivables in year t-1
scaled by total assets at t-1) in the model of Jones. The modified Jones model assumes that all
changes in credit sales in the event period are due to earnings management, they suggested
this adjustment in order to avoid errors in estimating discretionary accruals when there is
discretional behaviour through sales. So the only difference between the Jones model and the
Modified Jones model is that the modified version adjusts the change in revenues for the
change in receivables in the event period. Therefore the estimation of earnings management
should no longer be biased toward zero in samples where earnings management has taken
place through the management of revenues. In other words, the modified Jones model tries to

improve the inability of the Jones model to capture sales-based manipulation.

Dechow et al. (1995) assessed the ability of several accrual models (Healy, 1985, DeAngelo
1986, Jones, 1991, modified-Jones, 1995 and the industry model, 1991) to detect earnings
management and found that the times-series modified-Jones model is the most powerful in
detecting earnings management in a sample of firms the SEC (Security and Exchange
Commission) identified for overstating earnings; the Modified Jones model has identified the

firms selected by the SEC that have managed earnings. Also, Dechow et al. (1995) used the
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standard deviation of total accruals as a benchmark with which discretionary accruals have
been evaluated. In their opinion, a good discretionary accrual model must yield standard error
(of the DA) below this level because in principle, nondiscretionary accruals take way the part
of the variation of total accruals that is related to the explanatory variables. In their paper,
Dechow et al. (1995) find that the standard error of the DA calculated with the Jones and
modified Jones model was 9.2%. While the Healy, DeAngelo and the Industry models
generated standard errors of over 20%. So the modified Jones model did not just identify the
firms that have managed earnings, but also had the lowest standard error and thus is the best
model in their opinion. This benchmark used by Dechow et al. (1995) will also be used in this
thesis to compare the modified Jones model and the performance matching Jones model in
order to evaluate which model is the best in detecting earnings management.

Also according to Guay et al. (1996) only the time-series Jones and modified-Jones model
identify discretionary accruals that show performance-improving or opportunistic behaviour
of managers. In their study they specified a simple earnings model and presented managerial
discretion hypotheses in order to evaluate five discretionary accrual models. The five
discretionary accrual models are similar to the ones evaluated in Dechow et al (1995).

The result of their study suggest that the Healy, DeAngelo, and industry models are not
effective in isolating discretionary accruals that are consistent with opportunism, firm
performance, or noise. While the Jones and modified Jones models yield discretionary
accruals that are consistent with both performance-improving and opportunistic smoothing of
earnings. Thus, there is evidence that these two models identify discretionary accruals (Guay,
1996).

3.2.5 Margin model (2000)

Peasnell et al (2000) examined the performance of the Jones and the modified Jones model as
well in their study. In addition they developed a new cross-sectional model, called the Margin
model. Similar to the standard-Jones and modified-Jones procedures, Peasnell et al (2000)
estimate abnormal accruals using a two-stage procedure, where the first stage involves
regressing accounting accruals on a vector of explanatory variables designed to capture
unmanaged accruals. In contrast to the two Jones models, however, the explanatory variables
included in their first-stage regression are derived from a formal model linking sales, accruals
and earnings. So contrary to the Jones and modified-Jones model, Peasnell et al. (2000)

estimate abnormal accruals (the difference between an expected level of accruals that a firm
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should have and the actual accruals) as the residual from a linear regression of working capital
accruals on current sales and current cash receipts from customers (i.e., current sales minus
the current change in accounts receivable). Also, Peasnell et al. (2000) decided to exclude the
depreciation variable from the accrual measures, assuming that depreciation is not likely to
represent systematic earnings management. So the Margin model is based on working capital

accruals and is defined as follow:

WCAIt = Ao + A1 REVit + 12 CRit + it (6)
Where:
WCAIit: Working capital accruals.
REVit: Total sales for firm i in period t.
CRit: Total sales minus the change in trade debtors for firm i in period t.
Ao, A1,A2: Regression coefficients.
nit Regression residuals for firm i in period t.

The primary advantage of this approach is its improved economic intuition, which should, in
turn, lead to a more precise estimate of normal accruals. On the other hand, compared to the
modified-Jones model procedure, is that unmanaged accruals are computed using a variable
(REV) that may itself be contaminated by earnings management. With a result that the margin
model will be less powerful than the modified-Jones model at detecting revenue-based and

bad debt manipulation according to Peasnell et al. (2000).

3.2.6 Performance-matching Jones model (2005)

Previous research examines the specification and power of various discretionary accrual
models (see Dechow et al., 1995), but not that of performance-matching accrual models
(Performance matching on return on assets controls for the effect of performance on measured
discretionary accruals). Kothari et al (2005) examined properties of discretionary accruals
adjusted for a performance-matching firm's discretionary accrual, where performance is being
matched on the basis of a firm’s return on assets (ROA) and industry membership. By relying
on a control sample to calibrate earnings management, the earnings management identified by
Kothari’s (2005) approach must be interpreted as ‘abnormal’ earnings management. In other
words, adjusting for performance, firms identified as having managed earnings are in fact

managing earnings at a rate higher than the comparison sample.
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The linear-performance-matching model (i.e., ROA is added to the Jones and modified-Jones
models as an additional regressor) embodies one important modification of the Jones and the
modified Jones models: an additional regressor (ROA) for the lagged rate of return on assets.

Py
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Where:

ROA: Return on assets for firm i in period t.

So it is almost similar to the modified-Jones model, except that it is augmented to include
ROA;: or ROA:—. Their motivation to use ROA as the matching variable is caused by the fact
that Dechow et al. (1998) suggest that ROA controls for the effect of performance on
measured discretionary accruals. Kothari suggest that this model might provide stronger
results for earnings management. However, there are few studies yet that investigated the
detection models of Peasnell (2000) and Kothari (2005) yet and which confirmed or rejected
the strength/weaknesses of these models.

3.3 Conclusion and motivations

In this chapter the second sub-question have been answered: What are the methods to detect
earnings management? Based upon the results of prior literature (Dechow 1991 and Guay
1996), the time series modified-Jones model will be used for the empirical analysis of
earnings management in this study. Dechow (1991) and Guay (1996) both concluded that the
modified-Jones model is the most powerful in detecting earnings management.

This time series approach estimates parameters for each firm in the sample using data from
periods prior to the period, while parameters in the cross-sectional models are estimated each
period for each firm in the event sample using data of firms in the same industry. Besides the
modified-Jones model, the performance-matching Jones model will also be used, since the
model of Kothari is almost similar to the modified-Jones model (except the additional control
return on assets) and suggested to be a better model by Kothari. However, there are no studies
yet who confirmed or rejected this assumption. | want to compare the results of this study by
using both models to find out whether it will provide the same results. Also, I will compare
the standard errors of the two models like Dechow et al. (1995) did in order to find out which
of the two models is a better model in detecting earnings management. However, | want to

emphasize that this is not the main theme of this study. The main question is still: Is there
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significant evidence of earnings management surrounding non-routine and routine CEO
changes of Dutch firms during the period 2003-2007. The choice for the modified-Jones
model is based on several other considerations. First, it is one of the most commonly used
models to estimate the non-discretionary accrual component despite more recent models
(Peasnell 2000, Kothari 2005). So it will be easier to compare the results of this study to prior
research. Second, the limitations of the other models outweigh the limitation of the modified-
Jones model. Since Healy (1985) and DeAngelo (1986) as well assume total accruals proxy
for discretionary accruals, and it is not possible that non-discretionary accruals are zero given
a period. Also, Guay et al. (1997) provide evidence that both models are not effective in
isolating discretionary accruals that are consistent with opportunism, firm performance, or
noise. Compared to the Jones-model (1991), the modified-Jones model is improved since it
takes sales-based manipulation into account. And compared to the margin model, Peasnell et
all (2005) stated the margin model will be less powerful than the modified-Jones model at
detecting revenue-based and bad debt manipulation. Another important reason is already
mentioned in paragraph 3.2.4., because according to a research done by Dechow et al. (1995),
who assessed the ability of several accrual models to detect earnings management, they think
that the modified-Jones model is the most powerful in detecting earnings management in a
sample of firms the SEC (Security and Exchange Commission) identified for overstating
earnings; the modified Jones model has correctly identified the firms selected by the SEC that
have managed earnings. Also, the standard error calculated with the Jones and modified Jones
model was 9.2%. Far below the standard error of the Healy, DeAngelo and the industry

models who generated standard errors of over 20%.

31

- Earnings management surrounding CEO changes -



/6‘”511.“ Universiteit Rotterdam

Chapter 4: Literature review: CEQ’s incentives

4.1 Introduction

Prior literature predicts that there is a difference between the usage of earning management
when CEQO’s are replaced on routine basis or non-routine basis (Pourciau 1993, Wells, 2002).
The difference would exist because of the different incentives and opportunities of the
outgoing and incoming CEQ’s, especially in case of non-routine turnover. Before introducing
the hypotheses, the different motives between routine changes and non-routine changes will

be discussed first, both for the outgoing and incoming CEO as well.

4.2 Different motives for in- and outgoing chief executive officers

4.2.1 Motives for outgoing CEQ’s

In 1987, R.F. Vancil writes a paper about the CEO succession in a sample of turnovers in the
USA. About routine CEO changes he said: “Under this approach, the former and successor
executives have the same goal: to make the incoming CEO successful. If the new executive is
unsuccessful, it reflects badly on the former CEO’s judgment and management skills”
(Vancil, 1987). Furthermore, there are few opportunities for earnings management during a
routine CEO change since the incoming CEO is most of the time an insider, so the incoming
CEO is able to closely monitor the outgoing CEO. So Vancil (1987) asserts there will be no
conflict of interest between the outgoing and incoming chief executive officer, and from that
point of view there will be less chance for opportunistic earnings management behaviour.
However, in some cases, in my opinion it is also possible that the former CEO does not want
the incoming CEO to be successful. In that case, the former executive may wish to make it
more difficult for the incoming executive to meet or exceed the (his) previously established

performance.

A greater conflict of interest arises when executive changes are less orderly planned, because
in that case the incentive for earnings management is more present. Pourciau (1993) states the
following about non-routine changes: “A non-routine top executive change is one in which
the company does not have adequate opportunity to select and groom a successor” (Pourciau,
1993). Because non-routine changes are most of the time unplanned, the company will not be

able to take the time for structuring the CEO turnover. Example of a non-routine executive
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change is a voluntary resignation. Executives who resign voluntarily might have several
incentives to make income-increasing accounting decisions. First, the manager may wish to
reinforce his or her reputation and send a signal to the new company (Cover-up problem).
Second, the manager may be eligible for an annual bonus or other pay based on accounting
earnings (Horizon problem). Third, the former executive may wish to make it more difficult
for the replacement manager to meet or exceed the previously established performance (Wells
2002). However, because non-routine changes are most of the time unplanned, it is not just
the company who will not be able to take the time for structuring the CEO turnover; it is also

possible that the CEO has no time to perform earnings management.

4.2.2 Motives for incoming CEQO’s

In the case of routine executive changes, there is little conflict of interest between the old and
the new executives, which might lead to less opportunistic earnings management.

Because during a routine, planned executive turnover, with a relatively ordered process of
CEO succession, the former and successor CEO both have the same goal: to make the
incoming CEO successful. If the new executive is unsuccessful, it reflects badly on the former
CEQ’s judgment and management skills (Vancil, 1987). Furthermore, since the former CEO
remains on the board of directors most of the time, he or she is in a position to monitor the
new chief executive, which reduces the opportunity for earnings management. However, like
already mentioned above, it is also possible that the former executive may wish to make it
more difficult for the incoming executive to meet or exceed the previously established

performance of the former executive.

In case of non-routine changes, the incoming CEO does have incentives to manage earnings.
Vancil (1987) describes the role of a new CEO as follow: almost every CEO must face three
critical tasks early in his tenure:

(1) Managing the expectations of his officers and directors.

(2) Taking ownership of the strategic thrust of the corporation during his tenure.

(3) Building confidence among all parties by achieving an initial, realistic set of performance

goals in his first year or two (Vancil, 1987).

To manage expectations and reach performance goals, the incoming CEO attempts to attribute
past poor performance to the previous CEO since they are not held responsible for past

performance. This can be accomplished through initial large discretionary write-offs to focus
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attention on the inferior decisions of prior management. Previous research of Elliott and Shaw
(1988) and Strong and Meyer (1987) provide support for the hypothesis that new executives
make large discretionary write-offs. And also DeAngelo (1986) notes that in the period
subsequent to a successful proxy contest, incoming managers take an ‘earnings bath’, which is
evident from both non-cash write-offs and unexpected accruals, and that they attribute this to
the former management. Another incentive to apply downward earnings management in the
initial stage of their tenure is caused by the irrelevant of income during the first financial year
of tenure. Formal compensation contract are not expected to come into operation until the

second year of tenure (first full financial year).

4.3 Conclusion

In this chapter, different incentives have been discussed for CEO’s to manage earnings during
a CEO turnover to provide an answer to the third sub-question. These incentives are in
accordance with the positive accounting theory and the agency theory as mentioned in chapter
two. Individuals are not just self-interested, but they are also acting in an opportunistic
manner, with a result that the interest of the agent (CEO) is not always in line with the interest
of the principal (shareholder) despite the use of contracts.

Furthermore, a distinction of incentives is made between CEO’s who are replaced on routine
basis and CEO’s who are replaced on non-routine basis. This difference is made because of
the different incentives and opportunities of the outgoing and incoming CEO, especially
during a non-routine turnover. Outgoing CEO’s might have several incentives to make
income-increasing accounting decisions during a non-routine turnover: Cover-up problem,
horizon problem and the former executive may wish to make it more difficult for the
replacement manager to meet or exceed the previously established performance. While the
incoming CEO might have incentives to apply downward earnings management during a non-
routine CEO change: The incoming CEO’s attempt to attribute past poor performance to the
previous CEO to manage expectations and reach performance goals, since they are not held

responsible for past performance (big batch accounting).

Now the incentives for CEO’s to manage earnings during a CEO turnover have been
discussed in this chapter, prior research about the relation between earnings management and

CEO changes will be discussed in the next chapter.
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Chapter 5: Literature review: Earnings management & CEO changes

5.1 Introduction

The incentives for earnings management have been discussed in the previous chapter, and as
mentioned, there is difference between incentives during a routine or non-routine change. In
this thesis, earnings management will be investigated during a CEO turnover, with a
distinction between a routine CEO turnover and a non-routine CEO turnover. However, it is
not the first time that the relation between earnings management and chief executive officers
changes will be investigated. Prior research was mainly US and Australian based, and in this
chapter, each of the relevant prior literature will be discussed first and try to explore how the
different researches are connected. The investigation of prior research will form the basic for
the development of the hypothesis in this thesis; those hypotheses will be presented in the last
section of this chapter.

5.2. Prior research about earning management and CEO changes

5.2.1 DeAngelo (1986)

DeAngelo’s (1986) study investigates earnings management during 86 proxy fights contests
for board seats on listed companies in the U.S. from 1970 till 1983. “A proxy contest is a
political campaign in which stockholders who disagree with managerial policies seek election
to the firm’s board of directors” (DeAngelo, 1986). In her paper DeAngelo tested the
predictions that (i) managers report increased earnings during an election campaign, and (ii)
these earnings reflect incumbents’ accounting discretion. She investigates these predictions in
by using the accrual approach developed by Healy (1985) and DeAngelo (1986) in two
periods: the year before the CEO change (T-1) and the year of the CEO change (TO).
DeAngelo took the year-carlier comparison period accrual as an estimate of the ‘normal’
accrual in the event period. The difference in accruals serves as a proxy for the ‘abnormal’
accrual, or the extent to which managers deliberately alter their accounting choices to
influence reported earnings (DeAngelo, 1986). In addition, DeAngelo concludes that
incumbent executives manipulate trying to increase revenues during the proxy fight. During
the election campaign, incumbent managers apparently exercise their accounting discretion to
portray a favourable picture of their own performance to voting stockholders. DeAngelo

concludes that successful dissidents taking ‘a bath’ when elected, which they typically blame
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on the poor decisions of prior management, and report increasing profits the next year, to

impress the public of their superior quality and which enables them to report an earnings

turnaround’ the following year.

5.2.2 Dechow and Sloan (1991)

Top-executives compensation contracts generally contain incentive provision designed to
encourage executives to maximize firm value. These provisions link executive compensation
to firm performance, which is usually measured using both stock-price performance and
accounting-earnings performance (Dechow and Sloan, 1991). However, a common criticism
of performance measures based on annual earnings is that they encourage management to
focus on short-term performance rather than long-term value creation. That is the reason why
Dechow’s study investigates the hypothesis that CEO’s manage investment expenditures to
improve short-term earnings performance during their final years in office, also referred as the
‘horizon problem’. To investigate the hypothesis, they investigated a sample of CEO’s whose
incentive compensation is based on earnings while focussing on the behaviour of R&D
expenditures during the CEOs’ final years in office. This way they identified a sample size of
58 CEO changes occurred in industries in the U.S. that have significant ongoing R&D
activities between 1979 and 1989. Their focus is on an eleven-year window around each of
the CEO change (T-5, TO, T+5).

The results of their ordinary-least-square regression analysis suggest that CEO’s spend less on
R&D during their final years in office, and in fact do respond to earnings-based incentives.
The results are consistent with the view that firms’ contracting procedures do not completely
eliminate opportunistic managerial behaviour. Executives and stockholders minimize agency
problems by incurring bonding and monitoring costs, like the use of incentive compensations
plans and the appointment of a board of directors. Because these bonding and monitoring
activities are costly, executives’ opportunistic behaviour is not completely eliminated
(Dechow and Sloan, 1991). Furthermore, reductions in R&D expenditures are mitigated
through CEO stock ownership. There is no evidence that the reduced R&D expenditures are
associated with either poor firm performance or reductions in investment expenditures that are
capitalized for accounting purposes. In other words, the evidence supports the hypothesis that
earnings-based incentives encourage executives to focus on short-term performance (The results

suggest that executives who are in their final years as CEO spend less on R&D).
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Like Dechow and Sloan (1991), I expect to find evidence that supports the hypothesis that
earnings-based incentives encourage executives to focus on short-term performance, caused
by the specific situation in the Netherlands, this subject will be further discussed in chapter

SiX.

5.2.3 Pourciau (1993)

Pourciau’s research is different because she classifies executive changes as routine or non-
routine. Pourciau identified 73 organizations with non-routine executive changes, and for each
of the firms, she examined earnings, accruals, cash flows, and special items and write-offs
over a three-year period (the year prior to the change, the year of the change, and the
following year, 1985-1988), and predicts that the degree of earnings management will be
higher in times of non-routine executive changes. In case of a non-routine change, the
company will not be able to plan an orderly process of CEO succession, due to inadequate
time and or insufficient opportunity to select a successor CEO with the support of the
incumbent. While ‘routine’ executive changes are those in which the company structures an
orderly, well-planned process of turnover (Pourciau, 1993). Pourciau suggested that the
circumstances during non-routine changes provide more incentives and opportunities for the
use of earnings management than at the time of routine changes. Caused by the fact that non-
routine executive changes are often unplanned, making it difficult for the directors and
stockholders to structure the turnover in a way that minimizes the opportunities and incentives
for earnings management. However, the results of her research provide less evidence for this
expectation. Pourciau computed earnings, accruals, cash flows, and special items and write-
offs for the executive change firms for the two years prior to the executive change year, the
year of the change, and the year following the change. And contrary to expectations, departing
executives record accruals and write-offs that decrease earnings during their last year. Both
performance measures reveal a downward trend for the period T-2 through T. Possible
explanations for this result are given by Pourciau: “The difficulty of controlling for firm
performance, the manager’s inability to predict his or her termination, and the increase in
monitoring activities associated with poor firm performance.“ Furthermore, the results
suggest that incoming executives record accruals and write-offs in a way that decreases
earnings the year of the executive change and increases earnings the following year; this
supports the hypothesis that new executives make large discretionary write-offs.
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For this research | will also make a distinction between routine and non-routine chief
executive changes because | do think that the incentives and opportunities for earnings
management will be different in case of termination or a retirement for example. From the

sample of 67 CEO changes of this thesis, 36 changes can be classified as non-routine.

5.2.4 Murphy and Zimmerman (1993)

The research of Murphy and Zimmerman (1993) is different from Dechow (1991) in the way
that the objective of the research is to estimate the extent to which changes in potentially
discretionary variables are more explained by poor economic performance rather than by
direct managerial discretion (Murphy and Zimmerman, 1993). Instead of existing studies
focusing on a single variable like Dechow and Sloan (1991), Murphy and Zimmerman
examine and document the behaviour of a variety of financial variables surrounding CEO
turnover, and consider the implications of simultaneous changes among the variables. They
distinguish between different variables considerable managerial discretionary (like R&D,
advertising and capital expenditures) and less discretionary (like earnings and assets).

Murphy and Zimmerman focus on three explanations of different behaviour for the three
financial variables (R&D, advertising, capital expenditures) at the time of CEO turnovers: the
horizon problem, the cover up, and the big-bath opportunity. The first explanation predicts
increasing earnings in the last year before a known retirement. Cover up behaviour means
managers who are threatened by termination try to increase earnings to avoid termination. Big
bath accounting is already discussed in the second chapter. Big bath accounting includes the
behaviour of incoming CEO to speculate for future profits.

Murphy and Zimmerman identified a large sample of 1000 departures in the US from 1971 till
1990. They find little evidence for earnings management prior to CEO departures; the
declines in the growth rate of R&D, advertising, and capital expenditures preceding
departures, measured by a pooled cross-sectional time-series regression, are better explained
by the overall poor performance of the firm (no horizon problem or cover up), this in contrast
with the results of Dechow (1991).

Furthermore, Murphy and Zimmerman found some evidence for ‘big bath’ accounting in
relation with incoming CEQO’s (the big bath opportunity): After controlling for firm
performance, market-adjusted accounting accruals are lower in the fiscal year in which the
incumbent CEO is replaced by his successor.

Murphy and Zimmerman give a short comment on their results; they conclude that “until a

more accurate way of determining which CEO had control of the transition year is found, the
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power of tests to detect managerial discretion and our ability to distinguish among the various
explanations is compromised”. Murphy and Zimmerman criticise Pourciau (1993) because her
research always assigns the transition year to the incoming CEO, while Murphy and

Zimmerman assigned the transition year to the outgoing CEO.

In this research I will carefully study the exact date of the CEO turnover. However, the lack of
clarity about the transition year will be a limitation of this research.

5.2.5 Wells (2002)

Wells (2002) investigates earnings management surrounding CEO changes for Australian
firms, because there was a lack of “systematic Australian empirical evidence on this issue”.
Compared to Wells’ research, | will compare the results of the main model of this study, the
modified-Jones model, to the performance-matching model of Kothari (2005).

Wells’ sample selection comprises 77 CEO changes reported by 53 firms in the period of
1984 to 1994. Wells made use of the time series modified Jones model to estimate accruals
because of the absence of alternatives. This is also the reason why | will use another more
recent model (Kothari) to investigate whether both models yield the same results.

Like Pourciau (1993), Wells also make a distinction between routine and non-routine, because
“prior literature has found that the motivations and opportunities for income manipulation
vary with the circumstances of the CEO change” (Wells 2002). Wells classification between
routine and non-routine is based on the fact whether the CEO change is described as a
retirement (routine) or not (non-routine). Wells formulized six hypotheses, (H1) expecting
increasing earnings management before a CEO change, (H2) more increasing earnings
management before a CEO change in case of a non-routine change, (H3) decreasing reported
income during the period of CEO change, (H4) more decreasing reporting income during the
period of CEO change in case of a non-routine change, (H5) increasing reported income in the
period after the CEO change, (H6) more increasing reported income in the period after the
CEO change in case of a non-routine change. Just like Murphy and Zimmerman (1993), Wells
finds no empirical support for CEO’s undertaking income increasing earnings management
through accruals before (T-1) or after (T+1 and T+2) a CEO change, using either parametric
and non-parametric tests (H1, H2, H5 and H6). However, Wells does find some support for
the view that incoming CEQ’s take an ‘earnings bath’ in the year of a CEO change, with the
strongest results for CEO changes categorised as ‘non-routine’ (H3 and H4). In this setting,

the incoming CEO is typically not associated with past decisions, implicit criticism of which
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may be embodied in downwards earnings management. Moreover, the outgoing CEO is
unable to constrain such behaviour (Wells, 2002). This occurs notwithstanding the relatively
limited use of management compensation contracts and relatively small bonuses in Australia
(Wells, 2002).

Based on the researches done by Pourciau (1993) and Murphy and Zimmerman (1993), |
expect to find evidence for ‘big bath accounting’ in relation with incoming CEO’s in the
Netherlands, especially surrounding non-routine changes. Also | expect to find empirical
support for CEO’s undertaking upward earnings management before a CEO change in
contrast with prior research, because Europe is the most aggressive region in replacing
CEO'’s whose companies aren’t performing well (cover up problem) and also, CEQO’s in the

Netherlands receive the lowest rate of total CEO compensation.

5.2.6 Geiger and North (2006)

The research of Geiger and North’s is different in that way that they investigate the relation
between the entrance of a new CFO and earnings management, instead of a CEO. In their
study they investigated the relationship between appointing a new CFO and the changes in a
company’s reported discretionary accounting accruals surrounding the turnover event. If
individual CFOs maintain an ability to effectively shape the financial information reported,
then the exercise of this influence would be manifest in changes in a company’s reported
discretionary accounting accruals surrounding the change in personnel (Geiger and North,
2006). By using a sample of 712 companies that appointed a new CFO in the period 1994 to
2000, Geiger and North identified discretionary accruals decreased, calculated by using the
cross-sectional Jones model and the performance-matching procedure by Kothari, and using
multivariate regressions to provide additional control for other accrual-related factors. They
assessed annual levels and changes in levels of discretionary accruals from the year preceding
the appointment of a new CFO to the year after their appointment, representing the time
period under the full purview of the former CFO to the first year the new CFO had full
responsibility for all company financial information. With a result that their sample of hiring
firms report significantly higher discretionary accruals in the year prior to the new CFO
appointment and significantly lower discretionary accruals in the first full reporting year
under the new CFO. Also, they emphasize that their results are not confounded by the
appointment of a new CEO during their CFO turnover examination period. Firms who did not

appoint a new CEO during a CFO turnover period, report significant reductions in
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discretionary accruals while firms concurrently appoint a new CEO together with a new CFO
exhibit no significant reduction in discretionary accruals compared to firms who did not
appoint a new CEO. However, it has to be noted that Geiger and North include all types of
CEO changes regarding joint CEO and CFO turnover, so they did not make a separation

between routine and non-routine changes.

5.3 Hypothesis development for this thesis

Based on prior literature discussed in this and the previous chapter, and the research question
in this thesis, seven hypotheses are developed relating to this thesis. They can be classified in
three categories: Earnings management in period T-1, earnings management in period TO and
earnings management in period T+1. Each of them will be introduced in the next part, but
prior to the hypotheses, a short summary/recapitulation will be given to explain the

development of the specific hypothesis.

Earnings management in period T-1

In the period before a CEO change, outgoing CEO’s might have several incentives to make
income-increasing accounting decisions, especially during a non-routine turnover. Those
incentives are already mentioned in chapter four: Cover-up problem, horizon problem and the
former executive may wish to make it more difficult for the replacement manager to meet or
exceed the previously established performance. Also, because non-routine changes are most
of the time unplanned, the company will not be able to take the time for structuring the CEO
turnover. However, sometimes it is not just the company who will not be able to take the time
for structuring the CEO turnover; it is also possible that the CEO has no time to perform
earnings management because he did not expect to leave the company in such a short time.
During routine CEO changes, the former and successor executives both have the same goal: to
make the incoming CEO successful. If the new executive is unsuccessful, it reflects badly on
the former CEO’s judgment and management skills (Vancil, 1987). Furthermore, there are
few opportunities for earnings management during a routine CEO change since the incoming
CEO is most of the time an insider, so the incoming CEO is able to closely monitor the
outgoing CEO. So Vancil (1987) asserts there will be no conflict of interest between the
outgoing and incoming chief executive officer, and from that point of view there will be less
chance for opportunistic earnings management behaviour.

On the other hand, executives who resign voluntarily also might have several incentives to

make income-increasing accounting decisions. As discussed in chapter four, the manager may
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wish to reinforce his or her reputation and send a signal to the new company (Cover-up
problem). Second, the manager may be eligible for an annual bonus or other pay based on
accounting earnings (Horizon problem). Third, the former executive may wish to make it
more difficult for the replacement manager to meet or exceed the previously established
performance (Wells 2002).

Based on these considerations the following hypotheses relating to the incumbent CEO’s

accounting decisions are tested:

H1: In the period before a non-routine CEO change (T—1), prior CEQO’s undertake earnings
management to increase reported income.
H2: In the period before a routine CEO change (T—1), prior CEO’s do not undertake

earnings management to increase reported income.

Earnings management in period TO

Also in the period of a CEO change (T0), CEO’s might have incentives to manage earnings.
The incoming CEO might have incentives to apply downward earnings management during a
non-routine CEO change: The incoming CEQO’s attempt to attribute past poor performance to
the previous CEO to manage expectations and reach performance goals, since they are not
held responsible for past performance (big batch accounting). Another incentive to apply
downward earnings management in the initial stage of their tenure is caused by the
irrelevance of income during the first financial year of tenure. Formal compensation contract
are not expected to come into operation until the second year of tenure (first full financial
year).

However, in the case of routine executive changes, there is little conflict of interest between
the old and the new executives, which might lead to less opportunistic earnings management.
Because during a routine, planned executive turnover, with a relatively ordered process of
CEO succession, the former and successor CEO both have the same goal: to make the
incoming CEO successful. If the new executive is unsuccessful, it reflects badly on the former
CEO’s judgment and management skills (Vancil, 1987). Furthermore, since the former CEO
remains on the board of directors most of the time, he or she is in a position to monitor the
new chief executive, which reduces the opportunity for earnings management. On the other
hand, it is also possible that the former executive may wish to make it more difficult for the

incoming executive to meet or exceed the previously established performance of the former
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executive. However, it has to be noticed that until now there is a still lack of clarity about the
assignation of the transition year during a CEO change. While Pourciau (1993) assigns the
transition year to the incoming CEO in her research, Murphy and Zimmerman (1993) assign
the transition year to the outgoing CEO. In this thesis I will also assign the transition year to
the incoming CEO like Pourciau (1993). This choice is based on the incentives mentioned
above: Incoming CEQO’s are not held responsible for past performance and the irrelevance of
income during the first year of tenure. However, in reality, it is not always sure who has the
responsibility for income decreasing earnings management during a CEO change. As noted
before, Murphy and Zimmerman criticise Pourciau (1993) because she always assigns the
transition year to the new CEQO, while that’s not always the case. Furthermore, when the new
CEO is appointed at the beginning of the year, he will have a lot more time to manage
earnings then when appointed at the end of the year.

Taking these considerations in account, the following hypotheses in the year of the CEO

change are tested:

H3: In the period of a non-routine CEO change (TO), earnings management is used to
decrease reported income.
H4: In the period of a routine CEO change (T0), earnings management is not used to

decrease reported income.

(Note: When the transition year will be assigned to the outgoing CEO like Murphy and Zimmerman did, the hypotheses will
be as follow: In the period of a non-routine CEO change (T0), earnings management is used to increase reported income

(H3). In the period of a routine CEO change (TO), earnings management is not used to increase reported income (H4)).

Earnings management in period T+1
In subsequent periods, T+1, it is expected that any form of earnings management in prior
years will be reversed (due to the incentives of CEO’s to maximize their bonus

compensation). With a result that the following hypotheses are tested:

H5: In the periods subsequent to a CEO change (T+1), CEO’s appointed as part of a non-
routine change, undertake earnings management to increase reported income.
H6: In the periods subsequent to a CEO change (T+1) CEO'’s appointed as part of a routine

change, undertake earnings management to increase reported income.

In summary, the new CEO is expected to undertake earnings management in the year of the

CEO change to decrease reported income (big bath accounting). The expectation is that this
43

- Earnings management surrounding CEO changes -



/6‘”511.“ Universiteit Rotterdam

will be most pronounced for CEO’s appointed as part of a non-routine change. Also, it is
expected that the effects of earnings management in the change year will reverse in
subsequent periods. Those hypotheses will be tested by using the modified-Jones model and
the performance-matching model to find out whether it provides the same results. Because
according to Kothari (2005), the performance-matching Jones model might provide stronger
results for earnings management due to the additional regressor ROA. Their motivation to use
ROA as the matching variable is caused by the fact that Dechow et al. (1998) suggest that
ROA controls for the effect of performance on measured discretionary accruals. By testing the
following hypothesis, we will be able to find out whether the two detection models provide

other results.

H7: The performance-matching Jones model does not provide the same results compared to

the modified-Jones model.
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Chapter 6: Research design

6.1 Introduction

In chapter four and five, the relevant literature and the hypothesis development related to this
thesis have been discussed. This chapter presents the research methodology employed. The
chosen detection method (modified-Jones model and performance matching Jones model) and

the sample selection will be discussed.

6.2 Research method

Modified-Jones model

As already discussed in chapter three, the modified-Jones model will be used as a basic for
further investigation and to test the hypotheses mentioned in chapter five. The use of the time
series modified-Jones model requires the application of the model over an estimation period,
with the estimated parameters then forming the basis for determining expected accruals in the
test period. However, before calculating non-discretionary accruals, total accruals have to be
calculated first, which are defined as the difference between net income before extraordinary

items and operating cash flows:

Tﬂ i EXBJ.F it CFG':’I
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Where:
TAit: Total accruals
EXBlit: Earning before Extra Ordinary Items for firm i in year t.
CFOit: Operating Cash Flows for firm i in year t.
Alit-1: Total Assets for firm i in year t.

Then, a two-stage approach is applied to separate the normal and abnormal accruals. In the
first stage, the estimation stage, it is assumed that in the prior years (in this thesis T-2 untill T-
7) no discretionary accruals exist or where it is expected to average to zero. The parameters
are estimated by regressing the total observed accruals (TA) on the change in sales (AREV)
and the gross level of property, plant and equipment (PPE). The parameters are estimated for
the sample by using the longest available time-series data prior to the event year (in this thesis
5 years). The estimated coefficients are used to calculate the nondiscretionary component in

TA. These coefficients are the level at which the associated variable influences the NDA. It is
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reasonable to say that these coefficients differ per industry. Estimates of the firm-specific
parameters, al, a2 and a3, are generated using the following (original Jones) model in the

estimation period:

|'-' '

EAi _ o (L o, | 28V | [EPE: +&
Apg ILA!: 1 ?‘L Ajey ?JL Aj #

) )
Where
EAIt: Expected total accruals for firm i in period t.
AREVit: Change in revenues for firm i in period t.
PPEit: Property plant and equipment for firm i in period t.
Ait—1: Total assets in for firm i period in period t-1 (use of assets as the deflator is

intended to mitigate heteroskedasticity, if the random variables have different
variances, in residuals).

al, a2, a3:  Firm-specific parameters.

In the second stage, the discretionary component of the total accruals is determined by using
the parameters that have been estimated in the first stage of the model. In this stage, the non-
discretionary accruals (NDA) are determined by combining the parameters with AREV-AREC
and PPE:

NDA, Co J " AREV, — 535{',-,.} ( PPE, J
= C{I + l::lf,z + 0!-_'.;
A g L‘L‘H L Ay L Ay 3)
Where:
NDA.:t: Non-discretionary accruals for firm i in period t.
ARECi:t: Change in receivables for firm i in period t.

After the non discretionary accruals have been determined, the discretionary accruals can be
determined by subtracting NDA from TA:

Dﬂ i+ = Tﬂ - NDH i (4)
Where:
DA.t: Discretionary accruals for firm i in year t.
TAit: Estimated total accruals for firm i in year t. (see equation 1)
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NDA.:t: Estimated non-discretionary accruals for firm i in yeart.  (see equation 3)

Performance-matching model

The second model is the performance-matching Jones model. This model will be used to
compare the results of the modified-Jones model to find out whether both models yield the
same results. Also the standard errors of the two models will be compared in order to find out
which model is the best in detecting earnings management. However, this is not the main
objective of this study.

The performance-matching Jones model is similar to the modified-Jones models, except that it
is augmented to include ROA;;.

i

( " AREV. — AREC". (ROA,
NDA, = o +LLJ ‘o, LiRE‘q, AREC, J+ %LPPE" J N -14{ IJ
Ajey Ajpy A (5)

Aa’:—l

As noted before, their motivation to use return on assets as a performance measure is caused
by the fact that Dechow et al. (1998) suggest that ROA controls for the effect of performance

on measured discretionary accruals (Kothari et al, 2005).

6.3 Sample selection

Information about CEO changes for the last years is more difficult to find than expected. It
would be a lot of work to read every individual annual report searching for management
changes. CEO changes will be identified by using a list of the annually best paid CEO’s at
Dutch companies, this list can be found on the website of the Dutch newspaper Volkskrant
and is running since 2002. By comparing the same list for different years, CEO changes will
be identified. This procedure has also been applied to another list available on the website
www.bestuursvoorzitter.nl (also running since 2002). This site does not just contain the best
paid CEO’s, but the rewards of all CEO’s of the companies on the Euronext Amsterdam. This
way it is possible to identify even more CEO changes. Besides these two lists, other CEO
changes are identified by using the annual list of FEM Business which contains the top ten
CEO’s of large companies (also not listed companies) who are likely to depart that year. So
the sample selection is a mix of listed and large private companies.

These changes are confirmed by reference to firms’ annual reports and resulted in the

identification of 93 CEO changes. However, from this sample | have eliminated seven CEO

47

- Earnings management surrounding CEO changes -


http://www.bestuursvoorzitter.nl/

/6‘”511.“ Universiteit Rotterdam

changes that occurred more than once within a range of two years, because it would not
provide sufficient evidence to test the hypotheses, which contain three periods, they before a
CEO change (T-1), they year of a CEO change (T0) and the year after a change (T+1).
Another six CEO changes are eliminated, because the CEO change preceded a takeover and
subsequent financial statements are unavailable. And two more are deleted from the list due to
insufficient background information about the cause of the CEO change; in other words, it is
not possible to classify the CEO change as routine or non-routine due to lack of information.
And also, due to the nature of their operations and the inapplicability of the models used to
estimate expected accruals, eleven changes in the ‘investment’ ‘finance services and
insurance’ sectors are deleted from the sample. These exclusions result in the identification of
a sample size of 67 CEO changes reported by 62 firms. The whole list of firms can be found
in appendix B. The period for which CEO changes are selected is from 2003 till 2007. And as
mentioned in the introduction of this thesis, 2008 will not be part of this thesis. Because it is

not clear whether the CEO’s who were appointed in 2008, are still employed in 20009.

As already mentioned in the previous chapter, | decided to separate those CEO changes

between routine and non-routine changes, according to the definition of Pourciau (1993).

- ‘Routine’ executive changes include:
1) those changes which were described in the annual reports or in specialized literature
as retirements
2) resignations when the executive was reported to have remained on the company’s
board of directors or continued to serve the company in some other capacity
- ‘Non-routine’ executive changes include:

1) all other sort of chief executive changes

To make this distinction | have collected information about the CEO change from newspaper
reports, annual reports and press releases. However, in some cases it was not possible to make
this distinction due to insufficient information. And as mentioned above, | eliminated two
CEO changes that could not be classified as a routine or non-routine change due to
insufficient information. A summary of these changes are presented in figure 3, 4 and 5.
Figure 3 indicates that CEO changes during the period 2003 to 2007. Figure 4 shows the CEO
changes classified as routine and non-routine. And figure 5 presents the classification of the

total sample of companies into listed or non-listed.
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CEOQO changes

Figure 3: CEO changes by year

Financial vear ended No. %
2003 19 284
2004 13 194
2005 13 194
2006 9 134
2007 13 194
Total 67 100

Figure 4: Nature of CEO changes determined by reviewing newspaper reports and annual reports at the time of

and subsequent to the CEO change

Natuare of CEO change Number of changes
Routine 31
Non-rontine 36
Total &7

Figure 5: Total sample of companies classified as listed or non-listed.

Nature of companies Number of companies
Listed companies Ly
Hon-listed companies o7
Total &7

6.4 Limitations

Despite carefulness and extensiveness, this research has to deal with a couple of limitations.
One limitation in this study could be that | did not take the implementation of IFRS into
account. | have tried to mitigate this problem by obtaining a larger sample size in combination
with a shorter time period, for instance: 2006-2008. However, after using Databank, Thomson
One Bank and making an appointment with the Data team at the Erasmus University of
Rotterdam, | had to conclude that it was not possible to increase the sample size in an easier

way and take a shorter time period. However, based on prior research (Van Tendeloo and
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Vanstraelen, 2005) it is assumed that the implementation of IFRS is not associated with lower
earnings management.

Van Tendeloo and Vanstraelen (2005) investigated whether German companies that have
adopted IFRS engage significantly less in earnings management compared to German
companies reporting under German GAAP, while controlling for other differences in earnings
management incentives. Their sample, consisting of German listed companies, contains 636
firm-year observations relating to the period 1999-2001. The results of their study suggest that
adopting IFRS does not constitute a significant constraint on earnings management, as
measured by the level of discretionary accruals (the discretionary accruals were estimated by
using the cross-sectional Jones model). In fact, the results of their study suggest that IFRS-
adopters turn more to discretionary accruals to manage earnings (without the possibility of
using reserves to manage earnings). Moreover, it appears that companies that have adopted
IFRS engage more in earnings smoothing. However, this increase in earnings smoothing with
the adoption of IFRS is significantly reduced when the company has a Big 4 auditor (van
Tendeloo and Vanstraelen, 2005).

A possible explanation (and a comparison with the Dutch situation) for the result of the
research done by van Tendeloo and Vanstraelen (2005) is that the German GAAP used to be
much stricter compared to the Dutch GAAP. German accounting is widely presumed to be
more conservative compared to the Netherlands. The objectives of the German accounting
system are to preserve equity, protect creditors and facilitate the computation of taxable
income (van Tendeloo and Vanstraelen, 2005). In Germany the influence of the taxes on the
annual account has always been large. Financial statements form the basis for tax accounts.
The consequence is that German companies mostly report their profits more conservative to
minimise their tax obligations. In the Netherlands the influence of taxes on the annual account
was less strong than in Germany and therefore less conservative. In other words, the German
GAAP used to be much stricter compared to the Dutch GAAP, and the implementation of (the
more flexible) IFRS might explain the increase of earnings management in Germany.

Another limitation might be the assignation of the transition year, because during a CEO
change (the transition year); it is not always known who has the responsibility (for income
decreasing earnings management) during the of a CEO change. Prior research also recognized
this problem. As noted before, Murphy and Zimmerman criticise Pourciau (1993) because she
always assigns the transition year to the new CEO, while that’s not always the case.
Furthermore, when the new CEO is appointed at the beginning of the year, he will have a lot

more time to manage earnings then when appointed at the end of the year.
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The last limitation in this study is the distinction between a routine and non-routine change. In
some cases it might occur that the company is not publishing all the information about a CEO
change, with a result that it is not possible to guarantee that the given reason is the real reason
for the departure. In that case, it might occur that some routine change may be falsely
classified as non-routine, or vice versa. However, a lot of research has been done before
making the classification, based on news reports, annual reports and press releases. Also, two
CEO changes were eliminated due to lag of sufficient information about the CEO change.
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Chapter 7: Results and analysis

7.1 Introduction

In this chapter, the empirical research will be carried out and presented. By using the modified
Jones model and the performance matching Jones model, the hypotheses mentioned in chapter
five will be tested in order to answer the main research question; that is, whether there is
significant evidence of earnings management surrounding CEO changes in the Netherlands.
Also, the results of the two different models, the Modified Jones model and the performance
matching Jones model, will be presented. The results of those two models will be investigated
and compared in order to obtain more knowledge about the power of the two discretionary

accrual models to detect earnings management.

7.2 Modified Jones model

7.2.1 Outliers

The sample size and the detection models have already been discussed in the previous
chapters. However, before starting our analysis, the outliers have to be removed first. Outliers
are observations that are numerically distant from the rest of the data Barnett (1994). To
remove the outliers, the method of Moore et al. (2003) will be used. Moore et al. (2003) use
the 1,5 * IQR (inter quartile range) rule in order to discover outliers in data sets. The rule is
based on the IQR, which is defined as the difference between the Q1 (25%) and Q3 (75%).
The percentiles in thesis and which have been used to calculate the IQR are presented in table
1A. Data with an amount of 1,5 times IQR above Q3 or under Q1 are seen as outliers and
have to be removed. Applying this rule to the sample of this thesis has resulted in 2 outliers,

which have been removed.

7.2.2 Descriptive statistics

Table 1A presents the descriptive statistics for the sample of CEO changes in the year of CEO
change (T=0). Table 1A reports the mean, the median, the minimum and maximum, and the
percentiles, those values are the unscaled values. The percentiles in this table have been used
to calculate the IQR. And for the remaining part of this thesis, just the mean variables will be
used for calculation of the non-discretionary and the discretionary accruals. Table 1B reports
the same values scaled by lagged total assets. The results of the descriptive statistics indicate

poor performance with a mean return on total assets of 4.36 percent for the whole sample of
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CEO changes. This number is even lower when just focussing on non-routine change: -8.1
percent (Table 1B). Both numbers are lower than that reported by Wells (2002). Also,
according to the tables below, there is a big difference between the minimum and maximum
values. An explanation could be that the sample used in this thesis does not just contain large

Dutch listed companies, but also some smaller Dutch private companies.

Table 1: Descriptive statistics on sample CEO changes in the year of CEO change (T=0)
Table 1A: Absolute (unscaled) values expressed in Euro’s in 2007. All amounts in €000.000 (N=65).

EXBI-CFO | Total assets | AREV-AREC |  PPE
Mean -308,81 BEET, B3 17,22 | 565558
Wedian -42,85 814,34 22,38 403,40
Winirnum -5926 g 15661 5
Maximum 76 133632 7T 142360
Percentiles 25 123,67 307,949 -33,36 162,57
500 -42,85 214,34 22,38 403,40
75 -2,50 2626,01 5395 | 1582,83

Table 1B: Values scaled by lagged total assets per category of CEO change

Total sample EXBI-CFO | AREV-AREC PPE ROA
Mean - 050287 043580 | B53610 | 0006894
Stol. Deviation 0769253 3309741 | 4174187 | 00242562
Boutine changes

Mean - 042266 -081863 | B91868 | 0004313
Std. Deviation 0897401 3437862 | 444B963 | 00160923
Non-routine changes

Mean - 058729 A75302 | 613439 | 0009603
Stel. Deviation (OE19244 2B56149 | 3941289 | 00308379

7.2.3 Parameters

Before calculating the non-discretionary accruals, the estimated total accruals have to be
calculated first. This is done by using equation 1 in chapter 6, which is defined as the
difference between net income before extraordinary items and operating cash flows scaled by
total assets. Table 2 presents the calculated estimated total accruals, which will be used to

calculate the parameters.
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Table 2: Estimated total accruals: difference between net income before extraordinary items and operating cash

flows scaled by total assets.

EXBI-CFO

Mean - 050297
Median - 082787
Std. Dewviation JOTE9283
minirmum -, 2781
M aximum J3r0
Fercentiles 24 -, 082099
a0 - 082787

78 - 016202

After the estimated total accruals have been calculated, the first stage of the modified Jones
model, the estimation stage, can be applied. The parameters are estimated by regressing the
total observed accruals (TA) on the change in sales (AREV) and the gross level of property,

plant and equipment (PPE):

P

EHH__& F1 i fiREﬂ:_+ﬂ ’PPE}_+£
Jq-:'!‘-..r I L ir—1 - L 4 .’-\L Aff—' #

The estimated coefficients are presented in table 3.

Table 3: Summary of the results for estimating the first stage of the modified Jones model.

Coefficients®
Standardized
Unstandardized Coefficients Coeflicients

Mode] B Std. Error Beta 1 Siny.

1 (Constant) - 064 034 -1,890 JES
11401 1,208 r2a 282 1,659 Jor
TREWITA -0z0 JFa - 044 - 263 7o4
FRETA aav 041 030 1649 86T

a. Dependent Variahle: T4

Model mmmary
Adjusted R
Miode] F F Sguare Solare
1 2854 083 -,0o3

a. Predictors: (Constant), PPETA, TREVITA, 15Ait-1

Those estimated coefficients will be used to calculate the nondiscretionary component in TA
as shown in the equation below; more details about the calculation will be provided in

paragraph 7.2.4.

. i ( AREV, ( ;
NOAw _ 1 500 LLJ -,nzn[ " J+ ,UD?LPPE"J
A - Aa’:—l A =1
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It has to be noticed that there is a difference between the unstandardized coefficients and the
standardized coefficients. With the latter one, it is possible to investigate which of the
independent variables have a greater effect on the dependent variable in a multiple regression
analysis, when the variables are measured in different units of measurement. However, this is
not applicable to this thesis and thus the unstandardized coefficients have been used. Also the
R and R Square are shown in table 3, which are respectively 28.8% and 8.3%. Also, it has to
be noticed that the R Square, which is the proportion of variance in the dependent variable
which can be predicted from the independent variables, has a low value which indicates that

the majority of the firms used to estimate accruals have limited explanatory power.

7.2.4 Evidence of earnings management

In the previous paragraph, the parameters have already been estimated as shown in table 3;
those estimated coefficients have been used in the second stage to calculate the non
discretionary components in the total accruals. In this stage, the non-discretionary accruals
(NDA) are determined by combining the parameters with the scaled values AREV-AREC and
PPE. After the non discretionary accruals have been determined, refer to appendix C for the
variables, it was possible to determine the discretionary accruals by using equation 4 in
chapter 6, i.e. subtracting NDA from TA. The results are shown in table 4, which shows us
the results of tests of earnings management through discretionary accruals.

Table 4: Unexpected (discretionary) accruals scaled by lagged total assets. The Wilcoxon Sign Rank test has

been used to test whether unexpected accruals are different from zero at a significant level of 10 percent.

Total zample (M = 65 Sign Mon-routine (M = 35) Sign Foutine (M = 300
T-1 [Mean -0,04306 H1 - -0,06144 Hz2 + -003377
Mledian -0,04841 H1 - -0,05845 Hz2 + -0,00418
T=0 [Mean -0,03922 Ha + -0,03174 H4 + -0,04587
Median -0,04351 HI + -0,03826 H4 + -0,04745
T+1  [Mean -0,04486 HS - -0,05758 HE - -0,02243
Median -0, 05645 HS - -0,04511 HE - -0,01453

+ : the results are conform the hypotheses.
- : the results are not conform the hypotheses.

The year prior to the CEO change (T-1)

The hypotheses that are related to this period are:

H1: In the period before a non-routine CEO change (T—1), prior CEO’s undertake earnings management to
increase reported income.

H2: In the period before a routine CEO change (T—1), prior CEO’s do not undertake earnings management to

increase reported income.
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As shown in table 4, the mean standardised discretionary accruals are income decreasing in
the period prior to the CEO change (T-1) for the total sample (-0,048), the non routine sample
(-0,061) and the routine sample (-0,034) as well. However, none of these values are
significantly different from zero using the Wilcoxon Rank Tests (p = 0,41 for the total
sample, p = 0,27 for the non routine CEO changes and p = 0,39 for the routine CEO changes).
So there is no support for the outgoing CEO to undertake income increasing earnings
management during a non routine CEO change through accruals in the period prior to the
CEO change (H1). And there is also no evidence that the prior CEO does not undertake

earnings management to increase reported income during a routine CEO change (H2).

The year of the CEO change (T=0)
The hypotheses that are related to this period are:
H3: In the period of a non-routine CEO change (T0), earnings management is used to decrease reported income.

H4: In the period of a routine CEO change (T0), earnings management is not used to decrease reported income.

In the period of the CEO change (T=0), mean standardised unexpected accruals are income
decreasing for the total sample (-0,039), as well as for the non-routine and routine CEO
changes in all three the samples report income decreasing unexpected accruals (respectively -
0,032 for the non routine CEO changes and -0,046 for the routine CEO changes). The result
for the non routine CEO change sample is in line with the third hypothesis. However, again it
is not significantly different from zero using non-parametric statistics (p = 0,164). The result
for the routine CEO change sample is in the opposite direction to that hypothesised, but also
this is not significant at the significant level of 10 percent (p = 0,475). Also the result of the
full sample is not significantly different form zero (p = 0,326).

The year after the CEO change (T+1)

The hypotheses that are related to this period are:

H5: In the periods subsequent to a CEO change (T+1), CEO’s appointed as part of a non-routine change,
undertake earnings management to increase reported income.

H6: In the periods subsequent to a CEO change (T+1) CEO’s appointed as part of a routine change, undertake

earnings management to increase reported income.

In the subsequent period, T+1, again all three the samples report income decreasing
unexpected accruals (-0,045, -0,068 and -0,022). And none of them are significantly different

form zero at the 10 percent level using non-parametric tests (p = 0,291 for the total sample, p
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= 0,244 for the non routine CEO changes and p = 0,486 for the routine CEO changes).
Accordingly, there is no support for the hypothesis that CEQ’s appointed as part of a non
routine change, undertake earnings management to increase reported income (H5); and
neither for the hypothesis that CEO’s appointed as part of a routine change undertake earnings

management to increase reported income (H6).

7.3 Linear performance matched Jones model

Before analyzing the empirical results, the same steps as described in paragraph 7.2 will be
applied to the performance matching Jones model. As mentioned before, the only difference
between the modified Jones model and the performance matching Jones model is the
additional variable ROA. It is added because Dechow et al. (1998) suggest that ROA controls
for the effect of performance on measured discretionary accruals. Kothari et al. (2005) suggest
that this model might provide stronger results for earnings management. In this part, I will use
the performance matching Jones model to detect earnings management during CEO changes
in the Netherlands, and | will compare the results of this model against the results of the
modified Jones model discussed in the previous part. It has to be noticed that the first stage of
the performance matching Jones model is similar (except for the additional variable ROA) to
the modified Jones model and thus has already been discussed in paragraph 7.2.1. The results
of calculating the parameters are shown in appendix B.

So this part will continue with the second stage of the model, which is calculating the non-

discretionary part of the total accruals by using the following equation:

. ( [ AREV,  PPE, ‘ROA;
NDAw _ g7y H'HELLJ -014 L— J + 014 LPPE" J + 1,5?9L IJ
A Ajey Ajy Ay

it-1

7.3.1. Evidence of earnings management
Table 5 reports the descriptive statistics for the sample of CEO changes in the year of CEO
change (T=0). The only difference between this table and table 1B is the Return on Assets
scaled by lagged total assets that has been added to the table. Looking at the results, it can be
concluded that the numbers for ROA are low, and thus the impact would probably be also low
on the level of mean standardised discretionary accruals. Whether this will be the case is

shown in table 6.
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Descriptive statistics: Values scaled by lagged total assets per category of CEO change
Total sample EXBI-CFO | REW- REC FPE ROA

Mean -,050297 043580 653610 00063494

Std. Deviation JOFEIZ53 3309741 A174187 | 00242562

Boutine changes

Mean - 042266 -, 0818649 691363 0004313

Std. Deviation 0897401 3437862 | 44464963 | 00160923
Non-routine changes

Mean -, 0587249 J175302 613439 0009603

Std. Deviation JOE19244 2656149 | 39412949 | 00303379

Table 6: Unexpected (discretionary) accruals scaled by lagged total assets. The Wilcoxon Sign Rank test has

been used to test whether unexpected accruals are different from zero at a significant level of 10 percent.

Total zample (M = B5) Sign Mon-routine (M = 35) Sign Foutine (M = 30
T-1 [Mean -0,04827 H1 - -0,06125 H2 + -0,03441
Median -0,04841 H1 - -0,05850 H2 + -0,004149
T=0 [Mean -0,03992 H3 + -0,06595 Hd + -0,04E687
Median -0,04370 H3 + -0,04502 Ha + -0,04755
T+1 [Mean -0,04454 HS - -0,06595 HE - -0,02332
Median -0,05649 HS - -0,04502 HE - -0,01456

Table 6 shows us the level of standardised discretionary accruals as calculated by the

performance matching Jones model. As expected, the difference between the results of the

modified Jones model and the performance matching Jones model is very little. Because like

the results of the modified Jones model, the mean standardised discretionary accruals are

income decreasing in the year prior to the CEO change, during the year of CEO change, and

in the subsequent period for the total sample, the non routine and the routine CEO changes as

well. However, the significant levels still have to be calculated to find out whether the

hypothesis results are also the same as the modified Jones model. This will be done by using

the Wilcoxon Rank test to test whether unexpected accruals are different from zero at a

significant level of 10 percent.

Table 7: Significant levels are calculated by using the Wilcoxon Rank test at a significant level of 10 percent.

Total sample (M = 653 Mon-routine (M = 35)

Routine (M = 309

T-1

T+1

g

0,411
0,312
0,314

0,279
0477
0,253

0,383
0,144
0,474
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H1: In the period before a non-routine CEO change (T—1), prior CEO’s undertake earnings management to

The year before the CEO change (T-1)

The hypotheses that are related to this period are:

increase reported income.
H2: In the period before a routine CEO change (T—1), prior CEO’s do not undertake earnings management to

increase reported income.

According to table 7, it can be concluded that the performance matching Jones model and the
modified Jones model indeed yield the same results. This is in contrast with the last
hypothesis H7: The performance-matching Jones model does not provide the same results
compared to the modified-Jones model. None of the values are significantly different from
zero using the Wilcoxon Rank Tests just like the modified Jones model. Thus, there is no
support for the outgoing CEO to undertake income increasing earnings management during a
non routine CEO change through accruals in the period prior to the CEO change (H1). And
there is also no evidence that the prior CEO does not undertake earnings management to

increase reported income during a routine CEO change (H2).

The year of the CEO change (T=0)
The hypotheses that are related to this period are:
H3: In the period of a non-routine CEO change (T0), earnings management is used to decrease reported income.

H4: In the period of a routine CEO change (T0), earnings management is not used to decrease reported income.

Furthermore, in the period of the CEO change (T=0), mean standardised unexpected accruals
are income decreasing for the total sample, as well as for the non-routine and routine CEO
changes in all three the samples. However, again the numbers are not significantly different
from zero using non-parametric statistics like the modified Jones model. Accordingly, it can
be concluded that there is no support for the hypothesis that CEO’s appointed as part of a non
routine change, undertake income decreasing earnings management (H3); and neither for the
hypothesis that CEO’s appointed as part of a routine change do not undertake earnings

management to decrease reported income (H4).

The year after the CEO change (T+1)

The hypotheses that are related to this period are:

H5: In the periods subsequent to a CEO change (T+1), CEO’s appointed as part of a non-routine change,
undertake earnings management to increase reported income.
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H6: In the periods subsequent to a CEO change (T+1) CEO’s appointed as part of a routine change, undertake

earnings management to increase reported income.

Finally, since none of the values are significantly different from zero using the Wilcoxon
Rank Tests in the subsequent periods, there is no support for the hypothesis that CEO’s
appointed as part of a non routine change, undertake earnings management to increase
reported income (HS); and neither for the hypothesis that CEO’s appointed as part of a routine

change undertake earnings management to increase reported income (H6).

7.4 Result analysis

Since the modified Jones model and the performance matching Jones model yield the same
results, the results will be analyzed all together for every period. The results will be compared
to the results of prior research and to the formulated expectation as stated in chapter 5. Then,
the results will be evaluated. Because as discussed in paragraph 7.3, the mean standardised
discretionary accruals are income decreasing in the year prior to the CEO change, during the
year of CEO change, and the subsequent period for the total sample, the non routine and the

routine CEO changes using both models. Those results are inconsistent with the expectation.

The year before the CEO change (T-1)

Prior research (Vancil 1987, Wells 2002, Murphy and Zimmerman 1993 and Pourciau 1993)
predict that the degree of earnings management will be higher in times of non-routine
executive changes, they suggested that the circumstances during non-routine changes provide
more incentives and opportunities for the use of earnings management than at the time of
routine changes. The results of those researches were different. While the researches of
Murphy and Zimmerman (1993), Wells (2002) and Pourciau (1993) found little evidence for
upwards earnings management prior to CEO departures. Dechow and Sloan (1991) did find
empirical support for that CEO’s spend less on R&D during their final years in office, and in
fact do respond to earnings-based incentives.

In this thesis, the expectation is similar to prior research: CEO’s undertake income increasing
earnings management prior to a non-routine CEO change. And in the period before a routine
CEO change, prior CEO’s do not undertake income increasing earnings management to
increase reported income. However, contrary to the expectation, there is no evidence for the

outgoing CEO undertaking upward earnings management prior to the non routine CEO
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change and also not for the outgoing CEO not undertaking upward earnings management

during a routine CEO change.

The year of the CEO change (T=0)

Vancil (1987) suggested that the incoming CEO might have incentives to apply downward
earnings management during a non-routine CEO change: The incoming CEO’s attempt to
attribute past poor performance to the previous CEO to manage expectations and reach
performance goals, since they are not held responsible for past performance (big batch
accounting). Another incentive to apply downward earnings management in the initial stage
of their tenure is caused by the irrelevance of income during the first financial year of tenure.
Formal compensation contract are not expected to come into operation until the second year
of tenure (first full financial year).

Also Wells (2002) expected big batch accounting during the year of the CEO change,
especially during non-routine CEO changes. In fact, in his study little support was found for
the view that incoming CEQO’s take an ‘earnings bath’ in the year of a CEO change. Also,
Murphy and Zimmerman (1993) found some evidence for ‘big bath’ accounting in relation

with incoming CEQ’s (the big bath opportunity).

Also in this thesis, the expectation was to find support for the view that incoming CEQO’s
undertake downward earnings management during the year of non-routine CEO change.
Although little empirical support has been found for CEO’s undertaking downward earnings
management during a routine and non-routine CEO change, neither of these values are

significantly different form zero.

The year after the CEO change (T+1)

Wells (2002) expected income increasing earnings management for both the routine and the
non-routine CEO changes as well, because formal compensation contract are not expected to
come into operation until the second year of tenure (first full financial year). However, Wells
did not find support for the hypothesis that CEO’s manage earnings upwards in the first full
year of tenure. While DeAngelo (1986) concludes in their research, that successful dissidents
taking ‘a bath’ when elected, which they typically blame on the poor decisions of prior
management, and report increasing profits the next year, to impress the public of their
superior quality and which enables them to report an earnings ‘ turnaround’ the following

year.
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In this thesis, the expectation was similar to the expectation of DeAngelo (1986) and Wells
(2002). However, just like Wells (2002), the results of this thesis do not provide any support

for upwards earnings management. In fact, the discretionary accruals were income decreasing.

Evaluation of the results
As mentioned in the introduction, several specific Dutch characteristics made it interesting to
investigate the Netherlands; those characteristics might also explain the results of this thesis

and the lack of empirical support for the hypotheses.

First, stockholders in the Netherlands think that high bonuses might increase the explicit
incentives that CEO’s may experience to manipulate income to maximize bonus-based
compensation (Cools, 2008). However, a recent study shows that the Netherlands has a much
lower (the lowest) rate of total CEO compensation compared to Europe and the US (Garret,
2008). This could show an opposite effect, it potentially reduces the explicit incentives that
CEO’s may experience to manipulate bonus-based compensation. And thus might also
explain the lack of empirical support for the view that CEO’s undertake upward earnings
management before and after a CEO change. The incentives for CEO’s in the Netherlands to

maximize bonus compensation are much less present compared to the US.

A second potential explanation is the difference in corporate governance between the US and
the Netherlands. On the 1% of January of 2004, a new Dutch Corporate Governance Code has
come in place. The new Dutch corporate governance code required companies to annually
publish how it applied the principles of the corporate governance code to its company’s
corporate governance in the last financial year. Furthermore the corporate governance code
requires companies to annually publish how it applied the principles of the corporate
governance code to its company’s corporate governance in the last financial year. According
to this corporate governance code, the management board and supervisory board should take
account of the interest of the different stakeholders more than before. This statement is
directly related to the positive accounting theory and the agency problem as discussed in
chapter 2, and thus to this subject of this thesis. Good entrepreneurship, including integrity
and transparency of decision-making by the management board, and proper supervision
thereof, including accountability for such supervision, are essential if the stakeholders are to

have confident in the management board and supervision (Corporate Governance Committee,
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2003). These are the two pillars on which good corporate governance rests and on which this

Dutch code is based.

Also in the US a new corporate governance code, the Sarbanes-Oxley Act of 2002 (SOX),
have been introduced. An important distinction between this code and the Dutch Corporate
Governance Code is that the corporate governance in the US is controlled much stricter by the
government, while the Dutch Corporate Governance Code resulted in a more regulated market
(CIAD-groep, 2006). In other words, the Tabaksblat allows well substantiated freedoms
(comply or explain) and SOX requires to be followed exactly. An example of this is the
potential sanctions for individual directors as stated in the SOX.

Another difference between the Dutch Corporate Governance Code and the SOX and is that
in the latter one, shareholders are not mentioned in the law. While in the Dutch Code,
shareholders play a rather large role: i.e. involvement with the appointment of the external
accountant, approval of the remuneration report, governing board has to lay justification in the
shareholders meeting about finished choices and corporate governance structure. This means
that the shareholders have more influence in the Netherlands compared to the US and thus

might explain the little empirical support for earnings management in the Netherlands.

In other words, the results of these reforms might explain the results of this thesis, that is, the
corporate governance code might have reduced earnings management during CEO changes;
because due to the improved regulations, it might have become more difficult for the Dutch
CEO to manage earnings. However, there are no studies which investigated the relation
between earnings management and the Dutch corporate governance. Also, the influence of the
implementation of the SOX in 2002 is not taken in consideration in the prior research as
discussed in chapter 4, because the prior research that are directly related to this thesis
(Dechow, 1991, Pourciau 1993, Murphy and Zimmerman 1993, Wells 2002) was mainly
written in the period before the implementation of SOX.

Despite the usage of the performance matching Jones model, the difficulty of controlling for
firm performance still exist, so poor firm performance might be another explanation for the
results of the empirical research. The usage of the performance matching Jones model did not
provide significantly other results then the modified Jones model, while performance
matching on return on assets controls for the effect of performance on measured discretionary

accruals according to Dechow et al. (1998). And according to Dechow et al. (1995), the
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modified Jones model provides biased estimates of unexpected accruals when applied to firms
with extreme performance. Also Pourciau (1993) provide evidence of an association between
poor firm performance and CEO changes, particularly during non-routine CEO changes.

Furthermore, since using two detection models did not provide evidence for earnings
management in the Netherlands, we must consider the following as a potential explanation for
the results of this thesis: i.e. that discretionary accrual models are in common no good models
to detect earnings management. This statement is supported by the results of prior research
(Dechow, 1995 and Guay, 1996). Because as already discussed in chapter three, Dechow
(1995) and Guay (1996) assessed the ability of several accrual models to detect earnings
management and concluded that just one detection model, the modified Jones model, was
effective in detecting earnings management. However, Wells (2002) and Pourciau (1993)
already suggested that the lack of empirical support in their studies might also be explained by

the limited explanatory power of the modified Jones model.

And at least, another potential explanation might be the assignation of the transition year,
because during a CEO change (the transition year); it is not always sure who has the
responsibility for income decreasing earnings management during a CEO change. With a
result that when the new CEO is appointed at the beginning of the year, he will have a lot
more time to manage earnings then when appointed at the end of the year. Prior research also
recognized this problem. And also | think that the power of tests to detect managerial
discretion is compromised until a more accurate way of determining which CEO had control

of the transition year just like Murphy and Zimmerman (1993)

7.5 Evaluating the models

In the previous part, the results of the two detection models have been evaluated. Although
the two models yield the same results, it does not say anything about which model is better in
explaining discretionary accruals. The last section of this thesis evaluates the power of the two
discretionary accrual models to detect earnings management. First thing to do is to define the
criteria to determine which model is the best. In this thesis, the standard deviation of TA will
be used as a benchmark with which discretionary accruals will be evaluated. This is in line
with the papers of Dechow (1995), Barth et al. (2001) and Collins and Hribar (2001). Because
according to those papers, a good discretionary accrual model must yield standard errors of
the DA below this level. Table 7 report the standard errors of the total accruals and
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discretionary accruals for the modified Jones model and the performance matching Jones

model.

Table 7: Standard errors of the total accruals and discretionary accruals, calculated by the modified Jones
model and the performance matching Jones model.
Standard dewviation | Standard deviation
total accruals discretionary accruals

Modified Jones

model 007693 009275
Performance
matching model 0,07693 0,09311

According to table 7, the standard errors discretionary accruals calculated with the modified
Jones model is 9,3%. While the performance matching Jones model also generates a standard
error of 9,3%. This suggests that both models are equal in detecting earnings management.
None of them is better or worse than the other, this in contrast with the statement made by
Kothari et al. (2005). However, it has to be noticed that both the standard deviations of the
discretionary accruals exceed the standard deviation of the total accruals, which implies that
the explanatory variables introduced in the models can’t explain variation in accruals. It might
even be the case that the discretionary accrual models are in common no good models to
detect earnings management. On the other hand, it is also possible that in stead of bad
detection models, that there isn’t any earnings management in the Netherlands during CEO

changes.

7.6 Conclusion

In this chapter the results and the analysis of the empirical results have been discussed.
According to the main research question, the results indicate that there is little empirical
support for CEO’s undertaking earnings management before, during or after a routine or non-
routine CEO change in the Netherlands. Those hypotheses were tested by using two models:
the modified Jones model and the performance matching Jones model. Although the latter
model is augmented to include ROA and suggested to be a better model by Kothari (2005),
both models yield the same results. Even comparing the standard errors discretionary accruals
and total accruals in order to determine which model is the best, resulted in exactly the same
results. This suggests that both models are equal in detecting earnings management. However,
it has to be noticed that both the standard deviations of the discretionary accruals exceed the
standard deviation of the total accruals, which implies that the explanatory variables

introduced in the models can’t explain variation in accruals.
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Chapter 8: Summary and conclusions

This thesis has investigated the extent of opportunistic (income-increasing or income-
decreasing) earnings management in the periods surrounding chief executive officers changes
using a sample of 67 CEO changes in the Netherlands during the period 2003-2007. In this

last chapter, the main research question as stated in the first chapter will be answered, that is:

‘Is there significant evidence of earnings management surrounding non-routine and routine

CEO changes of Dutch firms during the period 2003-2007?"

Different aspects of this research question have already been addressed throughout this paper.
Firstly, theoretical background has been provided about earnings management in order to gain
more knowledge about this subject. In these chapters, the motivation to use the modified
Jones model and the performance matching Jones model has also been explained.
Furthermore, a literature research was done, where two main subjects were addressed, that is
the use of earnings management during CEO changes and the different motives for CEO’s
during non-routine and routine CEO changes. Prior literature has found that the motivations
and opportunities for earnings management vary with the circumstances of the CEO change
(Pourciau 1993, Wells 2002). Based upon this literature framework, seven hypotheses have
been developed. And in the subsequent chapters, the research design and the empirical
research were discussed; the results of the hypotheses are summarized in the next paragraph
in order to answer the main research question of this thesis. This thesis is different and
relevant due to the specific characteristics of the Netherlands compared to the US and Europe,

those characteristics have already been discussed in chapter 1.

Conclusion

Based on prior research (Vancil, 1987, Pourciau, 1993), it was expected that in the period
before a CEO change, outgoing CEO’s might have several incentives to make income-
increasing accounting decisions, especially during a non-routine turnover.

However, the results of the empirical research indicate that outgoing CEO’s don’t undertake
income increasing earnings management during a non routine CEO change through accruals
in the period prior to the CEO change (H1). And there is also no evidence that the prior CEO

doesn’t undertake earnings management to increase reported income during a routine CEO
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change (H2), using both the modified Jones and performance matching Jones model.
Although these results are in contrast with our expectation, they are in line with the results of
prior research (Wells, 2002, Murphy and Zimmerman, 1993).

Furthermore, based on prior research it was expected that incoming CEO’s might have
incentives to apply downward earnings management during a non-routine CEO change: The
incoming CEQ’s attempt to attribute past poor performance to the previous CEO to manage
expectations and reach performance goals, since they are not held responsible for past
performance (big batch accounting). Another incentive to apply downward earnings
management in the initial stage of their tenure is caused by the irrelevance of income during
the first financial year of tenure. Formal compensation contract are not expected to come into
operation until the second year of tenure (first full financial year).

However, in this study little support was found for the view that incoming CEQO’s take an
‘earnings bath’ in the year of a non routine and routine CEO change, using both the modified
Jones and the performance matching Jones model. Although the result for the non routine
CEO change sample is in line with the third hypothesis, the result is not significantly different
from zero. However, this result is in line with the study of Wells (2002), who found little
support for the view that incoming CEO’s take an ‘earnings bath’ in the year of a CEO
change. While Murphy and Zimmerman (1993) did find some evidence for ‘big bath’
accounting in relation with incoming CEO’s (the big bath opportunity).

According to the subsequent period (T+1), it was expected that any form of existing earnings
management will be reversed (i.e. income increasing earnings management). However there is
no empirical support for the hypothesis that CEO’s appointed as part of a non routine change,
undertake earnings management to increase reported income (H5); and neither for the
hypothesis that CEO’s appointed as part of a routine change undertake earnings management
to increase reported income (H6).

Also those last two hypotheses were tested by using the modified Jones and performance
matching Jones model as well, and again both models yield the same results. Even comparing
the standard errors discretionary accruals and total accruals in order to determine which model
is the best, resulted in exactly the same results. This suggests that both models are equal in
detecting earnings management. However, it has to be noticed that both the standard

deviations of the discretionary accruals exceed the standard deviation of the total accruals,
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which implies that the explanatory variables introduced in the models can’t explain variation

in accruals.

In summary, according to the main research question it can be concluded that there is little
empirical support for CEO’s undertaking earnings management before, during or after a
routine or non-routine CEO change in the Netherlands during 2003-2007. Accordingly, the
result of this thesis suggests that CEO’s are not as sensitive to compensation contracts as
previously suggested. Furthermore, the results of the empirical research indicate that there is

no advantage to any particular detection model

Several possible explanations for the little empirical support in this thesis have been discussed
in the previous chapter. First, a recent study shows that the Netherlands has a lower (the
lowest) rate of total CEO compensation compared to Europe and the US (Garret, 2008). This
potentially reduces the explicit incentives that CEO’s may experience to manipulate bonus-
based compensation. And thus might also explain the lack of empirical support for the view
that CEO’s undertake upward earnings management before and after a CEO change. The
incentives for CEO’s in the Netherlands to maximize bonus compensation are much less

present compared to the US.

A second potential explanation is the difference in corporate governance between the US and
the Netherlands. On the 1% of January of 2004, a new Dutch Corporate Governance Code has
come in place. And also in the US a new corporate governance code, the Sarbanes-Oxley Act
of 2002 (SOX), have been introduced. However, there are some differences between those
two corporate governance codes. The results of these reforms might explain the results of this
thesis, that is, the corporate governance code might have reduced earnings management
during CEO changes in the Netherlands; because due to the improved regulations, it might
have become more difficult for the Dutch CEO to manage earnings. However, there are no
studies which investigated the relation between earnings management and the Dutch corporate

governance.

Third, despite the usage of the performance matching Jones model, the difficulty of
controlling for firm performance still exist, so poor firm performance might be another

explanation for the results of the empirical research.
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Furthermore, since using two detection models did not provide evidence for earnings
management in the Netherlands, we must consider the following as a potential explanation for
the results of this thesis: i.e. that discretionary accrual models are in common no good models
to detect earnings management. This statement is supported by the results of prior research
(Dechow, 1995 and Guay, 1996). Because as already discussed in chapter three, Dechow
(1995) and Guay (1996) assessed the ability of several accrual models to detect earnings
management and concluded that just one detection model, the modified Jones model, was
effective in detecting earnings management. However, Wells (2002) and Pourciau (1993)
already suggested that the lack of empirical support in their studies might also be explained by

the limited explanatory power of the modified Jones model.

And at least, another potential explanation might be the assignation of the transition year,
because during a CEO change (the transition year); it is not always sure who has the
responsibility for income decreasing earnings management during a CEO change. With a
result that when the new CEO is appointed at the beginning of the year, he will have a lot
more time to manage earnings then when appointed at the end of the year. Prior research also
recognized this problem. In other words, the power of tests to detect managerial discretion is
compromised until a more accurate way of determining which CEO had control of the

transition year.

Further research

This thesis extends prior research by being the first focussing on the Netherlands; this choice
was based on the specific characteristics of the Netherlands that differs to the prior (US based)
researches. Furthermore, this thesis have used two prediction accrual models and compared
the results of the two models. The results of this thesis show little empirical support for
CEQO’s undertaking earnings management surrounding CEO changes using both detection
models. Several possible explanations for the results of this thesis have been discussed above;
these explanations also provide some suggestions for future research. Because one possible
explanation is the limited explanatory power of the modified Jones model and the
performance matching Jones model as well. It might even be suggested that discretionary
accrual models are in common no good models to detect earnings management, so future
research should focus on developing a more accurate way to detect and to measure earnings
management. Second, and also mentioned in the previous part as a possible explanation for

the result of this thesis, is the lack of clarity about the assignation of the transition year. Future
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research should focus on a more accurate way of determining which CEO has control during
the transition year, because until then, the ability to detect earnings management is
compromised. And at least, another suggestion for future research might be the extension of

the (limited) sample size in this thesis; a greater sample over time would probably improve
the results.
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Appendix A: List of Dutch CEO changes

Company Outgoing CEQ Incoming CEQ Year of transition Routine Non-Routine
Ahold 2003 X
Alzo Mobel 2003 X

Corio 2003 X
Com=zPlc 2003 X
Essent 2003 X

Fornix Biosgences 2003 X

Gamma 2003 X

Getromcs 2003 X
Grolsch 2003 X

Grontmij 2003 X

Heijmans 2003 X
Eendrion 2003 X
Logica CMG 2003 X

Macintosh 2003 X
Medig 2003 X

FRandstad 2003 X
Samas 2003 X
Vedior 2003 X

Weszanen 2003 X
Arcadis 2004 X

AM 2004 X
ASMIL 2004 X

Blvdenstein 2004 X
CEM 2004 X
Crucell 2004 X

DHL 2004 X
FMO 2004 X
Gouda Vuurvast 2004 X
Hagemever 2004 X
ICT Automatisering 2004 X
PGGM 2004 X

Shell 2004 X
Telegraaf 2004 X
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Afc Ajax

Cltac

Eureko

Eriks

Exact
Friesland foods
Fugro
Havenbednjf Rotter
Heineken
Medig

Tiscali
Unilever

UsG

BAM
Bavara

Boskalis Westminster

Super de Boer
PGGM

FSDB
Schuitema
SHV

Vopak

Ahold

AFM

Ballast Nedam
Blue fox
Campina
Corporate Express
DHV

Draka

D5M

Eneco
Getromcs
Samas

Vedior

Total

2003
2003
2003
2003
2005
2003
2003

2006
2006
2006
2006
2006
2006
2006
2006
2006

2007
2007
2007
2007
2007
2007
2007
2007
2007
2007
2007
2007
2007
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Appendix B: Output SPSS
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Output SPSS Modified Jones model

Estimating coefficients

Coefficients®
Standardized
Lnstandardized Coefficients Coeflicients

Mode] B St Errar Beta 1 Sy,

1 (Caonstant) - 064 034 -1,880 68
11401 1,208 728 2az 1,654 Jor
TREVITA -0z0 JO7a - 044 - 263 a4
FRETA anv 041 030 1649 BT

a. Dependent Variahls: TA

Model manumary
Adjusted R
Mode] R F Sguare SQuare
1 2854 JA83 -003

3. Predictors: (Constant), PPETA, YREVITA, 15Ait-1

Non-discretionary accruals

Total sample (M = 65) | Mon-routine (M = 35) | Routine (M = 300

T-1 |mMean -0,00777 -0,00555 -0,008957

hedian -0,14459 -0,01005 -0,01915

T=0 |hean -0,01027 -0,00551 -0,01243

hedisn -0,00715 -0,00715 -0,02735

T+ |Mean -0,01212 -0,00662 -0,01825

Medizn -0,01025 -0,01025 -0,02797

Discretionary accruals
Total sample (M = B5) Sign Mon-routine (M = 35) Sign Foutine (M = 300

T-1 |mean -0,04506 H1 - -0,061 44 H2 + -0,03377
hledian -0,04541 H1 - -0,05545 H2 + -0,00415
T=0 |mean -0,03922 H3 + -0,03174 Hd + -0,04557
hedizn -0,04351 H3 + -0, 03826 H4 + -0,04745
T+ |Mean -0,04456 Hs - -0,06758 HE - -0,02243
hlesdizn -0,03645 H3 - -0,04811 HE - -0,01453
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Output SPSS performance matching Jones model

Estimating coefficients

ozt

«= Erasmus Universiteit Rotterdam

Coefficients®
Standardized
Unstandardized Coefficients Coefficients

Model B Std. Errar Beta i Si.

1 (Constant) -071 036 -1,986 056
TIA1 1,228 i 297 1,671 05
TREVITA - 014 76 - 032 - 185 B84
PPEITA 014 04z 063 338 737
RO 1,879 TET 18 GBS a0g

a. Dependent Variable: TA

Non-discretionary accruals

Total zample (M = 65| Mon-routine (M = 357 | Routine (M = 300

T-1 Mean -0,00757 -0,00E04 -0,00923

Median -0,01 448 -0,mMos7 -0,90s

T=0 Mean -0,00957 -0, 00806 -0142

Median -0,007 45 -0,00745 -0,02731

T+1 Mean 00214 -0,00751 -0, 735

Mledian 0,002 -0, M023 -0, 02890

Discretionary accruals
Tatal sample (M = B5) Sign Man-routine (M = 35) Sign Routine (M = 30)

T-1  [Mean -0,04827 H1 - -0,05125 H2 + -0,03441
Median -0,04541 H1 - 005550 H2 + -0,00419
T=0 [Mean -0,03992 Ha3 + -0,05595 H4 + -0,04657
Mledian -0,04370 Ha + -0,04502 Ha + -0,04755
T+1 [Mean -0,04454 HS - -0,05595 HE - 002352
Mledian -0,036449 HS - -0,04502 HE - -0, 456
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Appendix C: Overview of prior empirical literature on Earnings Management

Author Title Object of study Country Sample Period Methodology Variables Results
Vancil (1987) | Passing the Offering United States | 85 senior 1960 - 1984 | Inquiry of 85 1) During routine CEO changes,
Baton: Managing | authoritative insights executives executives there are few opportunities for
the Process of into how to manage earnings management for the
CEO Succession | the succession incoming and the outgoing CEO.
process. 2) During a non-routine CEO
change, the incoming and
outgoing CEO both have
incentives to manage earnings.
DeAngelo Managerial Investigate earnings | United States | 86 proxy contests | 1970 -1083 | Random walk model 1) Executives manipulate trying to
(1986) competition, mangement during by DeAngelo increase revenues during the
information proxy contests for proxy fights. 2) Successful
costs, and board seats dissidents taking 'a bath' when
corporate elected. 3) Reported increasing
governance: the profits the year after the election.
use of accounting
performance
measures in
proxy contests
Dechow and | Executive Investigate the United States |58 CEO changes | 1979 - 1989 | Ordinary-least-square | R&D 1) CEO's spend less on R&D
Sloan (1991) | incentives and hypothesis that regression analysis during their final years in office,
the horizon CEOQO's manage the evidence supports the
problem: an investment hypothesis that earnings-based
empirical expenditures to incentives encourage executives

investigation

improve short-term
earnings performance
during their final
years in office.

to focus on short-term
performance, so bonus contracts
do not completely eliminate
opportunistic managerial
behaviour.
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Pourciau Earnings Investigate the United States | 73 top executive 1985 - 1988 | Random walk model 1) Incoming executives record
(1993) Management and | relation between resignations by DeAngelo accruals and write-offs in a way
non-routine non-routine CEO that decrease earnings the of the
executive changes and CEO change and increases in the
changes discretionary earnings in the following year. 2)
accounting choices. Departing executives record
accruals and write-offs that
decrease earnings during their last
year.
Murphy and | Financial Estimate the extent to | United States | 1000 CEO 1971 - 1990 | Pooled cross- R&D, 1) Little evidence for earnings
Zimmerman | performance which changes are departures sectional time-series | advertising | management prior to CEO
(1993) surrounding CEOQ | explained by poor regression and capital | departure, declines in variables
turnover economic expenditures. | are more explained by poor
performance rather performance of the firm. 2) Some
than by direct evidence for 'big bath accounting’
managerial with incoming CEO's.
discretion.
Wells (2002) | Earnings Investigate earnings | Australia 77 CEO changes | 1984 -1994 | Modified-Jones 1) Little empirical support for
Management management model CEO's undertaking upward
Surrounding surrounding CEO earnings management either
CEO changes changes for before or after a CEO change. 2)
Australian firms. Wells finds some support for the
view that incoming CEQ's take an
‘earnings bath' in the year of a
change.
Geiger and Does Hiring a Investigate the United States | 712 companies 1994 - Cross-sectional Jones 1) Discretionary accruals
North (2006) | New CFO relation between the 2000 model and the decreased significantly following

Change Things?
An Investigation
of Changes in
Discretionary
Accruals

entrance of a new
CFO and earnings
management.

performance-
matching Jones
model.

the appointment of a new CFO. 2)
This behaviour is not influenced
by a concurrent appointment of a
new CEO.
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