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Earning managen@t?e classic method that managers use to convey the
performance of th s\hat they supervise or to send signal about the firm future
opportunities. Mg 5) claims that “Earning management is reasonable and legal
management daking and reporting intended to achieve stable and predictable
financial s.” This is different from illegal activities (fraud) to manipulate financial
statement report results that do not reflect economic reality. There are many
researc@@ggest that earnings is a pervasive phenomenon. Both private firms and

ubs have their own incentive to manage earnings.

rgstahler and Dechev (1997) find that firms manage reported earnings to avoid
@ﬁngs decreases and earnings losses. The evidence suggests that 8-12% of the
@firms with small pre-managed earnings decreases manage earnings to report increase

in earnings. 30-44% of the firms with small negative pre-managed earnings increases
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Investigating Earnings management by Surplus Free Cash Flow, and External Monitoring: A study in Stock Exchange...

manage earnings to report increase in earnings.
Cash flow from operations and changes in working
capital have been used to manage earnings in this
study.

DeFond and Park (1997) find that, on the one
hand, when current earnings are “poor” and
expected future earnings are “good”, managers
borrow earnings from the future for use in the current
period. On the other hand, when current earnings are
“good” and expected future earnings are “poor”
managers “save” current earnings for possible use in
the future. This is called “smoothing income”.
However, they cannot exclude selection bias in
explanation their findings.

Lakshmanan (2000) finds evidence of earnings
management around the seasoned equity offerings

in United States. His results indicate that earnings

performance. Investors cong

managements do especially durin

firms have abundance of cash.QSpecii&ally, free
cash flow combine witfdlow@wir~opportunities

of “agency problem

shareholder th. ax th
accounting ion to distort earnings (ie.

Increase pr ide the effects of the non-wealth

maximijzing stments.) However, this manipulating

if there is an effective external

estricted
4 ito by independent outside stakeholder. This
dy

stect whether high-quality auditors are more

tive in limiting managers’ ability to make

management may not be intended to mislegd. effe
investors, but it may reflect the issures’ ratioportunistic accounting choices than low-quality

response to market behavior at offering
o
@S in
8 European countries (Belgium, De=mark, Frnace,
Germany, ltaly, The Netherlands,and U.K.).
They find that private firms~lithout capital market
stress have incentives to mearnings. Private
firms avoid reporting sma

e and ltaly) involve in

an public firms for tax

announcements.

Coppens and Peek (2005) study p#

>s3es. Private firms in
some countries

earnings smoothin

incentives.
Manag ually manage earnings in the
period gof=tepurting. Some firms use earning

@ to convey what managements have

e firms have invested in new projects and

yd, managements will show the results in their
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auditors. It also test whether financial institutions
with substantial equity stakes in a company have the
incentive, time and expertise to monitor the
opportunistic actions and earnings management of
corporate executives.

This paper tries to examine the surplus free
cash flow (SFCF) agency problem in the context of
managers’ opportunistic accounting choices and
shows the interaction between incentive effects and
monitoring effects on managers’ discretionary
accruals (DAC).

The role of external monitor is the important
issue in Thailand and other countries. Because
investors and regulation agencies want to ensure
that managements will run the firms to maximize

shareholders’ wealth with reasonable cost. Auditors
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are viewed as independent parties who audit firm’s
financial data and express an opinion whether the
financial statement is fairly present firm performance.
Institutional investors are also viewed as parties who
use their efforts in monitoring managements. This
study is to find out the role of external monitors in
firms in Thailand and scope down to firms with

excess cash flow and low growth opportunities.

Research Question:
How surplus free cash flows and external

monitoring affect discretionary accrual?

Objective of Study:

1. To investigate whether managers of low-
growth companies with high free cash flows have
incentives to boost reported earnings by choosing
income-increasing discretionary accruals (DAC).

2. To examine whether external monitoring by

Contribution:

7

This study gives the alternative mode
detecting earnings management by using
free cash flows which are defined as

retained cash flow together with

opportunity. This study also show
monitors affect mana
discretionary accruals. TheVinéa 'g§

regulation agencies to se (G

vill be helpful for

onitor earnings

axternal auditors as a hint

»

management and use the

to extend the s

Limitations: %

The a sector, banking sector and

aminations.

insurandg 4

oft

Nsej ors in Stock Thai market. In addition, the
dy does not survey the private company in

-.9r are excluded in this study because

of business that is quite different to

Iand. The reason is that the Federation of

high-quality auditors and institutional investors with @ccounting Professions allow private firm not to

substantial shareholdings are effective in dgie ©
opportunistic earnings management.

3. To investigate whether
interaction effect of surplus free cash @

discretionary accruals (DAC constrained or
moderated by external monito high-quality
auditors and substantial in@shareholders.

['>yearly listed company
e of Thailand (SET) from 2001

Scope of Study:

This study ¢
data in Stock E

exclude bank, finance, and

to 2005. Tha
insuraps @ in which nature of financial data
tly different from other sectors.
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apply some accounting principal standards which
include preparing statement of cash flow. It is quite
difficult for researchers to prepare statement of cash
flow by themselves for each sample. In some cases,
they can not find adequate information to make

these statements.

Literature Reviews

The roles of accounting have effect to the
correct valuation. According to McKee (2005), there
are 3 financial measures used to estimate stock
value: (1) Book value (2) Operating cash flow and (3)
Net income (earnings). All these measures are

based on standards for recording accounting
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transactions. As such accounting principles play a
primary role in corporate valuation.

Valuation based on book value firm assets and
liabilities. This type of valuation is primarily useful for
firms that have no growth prospects or that expect to
be liquidated. Earnings do not play a significant role.

Operating cash flow valuation model is based
on estimating future cash flows and then discounting
them to the present using an appropriate cost of
capital. This would be the preferred model because it
is supported by an extensive amount of economic
theory; however, the cash flow model is not as
practical as the net income model, which is based on
current earnings.

The operating cash flow model and the net
income model are very similar. They differ only in the

timing and nature of the underlying flow they use.

Because net income model is based on accrug
accounting principles; it is more forward looking t

the operating cash flow model. This net incomgy
model is used in examining earnings manage {©

The forward looking nature @ual
accounting can be illustrated by thjz %ut how
accrual and cash basis accountingiffer in the
following situation.

Dechow, Sloan and Sw(1995) classifies

5 competing models te used to detect

earnings manage enmodels are competing

discretionary accruals:

1. The Healy e
This | developed by Healy (1985),

Comaran total accruals (scaled by lagged

ets) across the earnings management

g variable. Healy predicts that systematic
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earnings management occurs in every pe?
partitioning variable divides the samplé (&

upwards in one of the groups angsdow
other two groups. Inferences art rough
pair-wise comparison of the mearftotaraicruals for

each of the groups whear N
be managed downwArss hi

J0servation for which

ard predicted to

approach is

equivalent to treating th
earnings are predicteyl.to bemanaged upwards ass
the estimatie the set of observations
and the set o tions for which earnings are
predicted tnaged downwards as the event

Yﬁ(%an total accruals from the estimation

represent
(g

~The DeAngelo Model
This model developed by DeAngelo (1986),

computes first differences in total accruals, and

period.

the measure of

onary accruals.

assumes that the first differences have an expected
value of zero under the null hypothesis of no
earnings management. This model uses last period’s
total accruals (scaled by lagged total assets) as the
measure of nondiscretionary accruals. Viewed as a
special case of the Healy model, this model uses
previous year observation as estimation period for
nondiscretionary accruals.

Both models have similar in that they use total
accruals expected nondiscretionary accruals. Both
models will get the same result if nondiscretionary is
constant and mean of discretionary is zero. However,
empirical study found that nondiscretionary accruals
are not constant and change in response to

economic circumstances. Statistical use for both
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models depends on the nature of time series. If it
follow white noise process (due to error term only),
Healy model is appropriate and vice versa. Due to
the fact that nondiscretionary accruals are not
constant, and the effect of changes in firms’
economic circumstance exists, the following models

are developed.

3. The Jones Model

This model developed by Jones (1991), relaxes
the assumption that nondiscretionary accrual is
constant. The model tries to control for the effect of
changes in firm’s economic circumstance on
nondiscretionary accruals. However, there is a
disadvantage. By assuming that revenue is
nondiscretionary, the model ignores the fact that
revenue itself can be managed. So the model will
extract the discretionary accruals and causes the

estimate of earnings to be biased toward zero.

4. The Modified Jones Model

This model tries to eliminate the forecath e
of the Jones model in measure dimn ry
accruals when there's exist d|scret| revenue

(a partitioning variable). The revenue is aq| sted for
change in receivables in the t period. By
assuming that all changes in C es in the event

period result from earnlng ent

5. The Industry Mode
This model is
(1991). The m

that it relaxe € assumption that nondiscretionary
accrua stant over time. The difference is

of attempting to directly model the

loped by Dechow and Sloan

similar to the Jones model in

Ants of nondiscretionary accruals, the

Industry model assumes that variation i
determinants of nondiscretionary accrual
common across firms in the same industr
model uses median of total accr SAg
lagged assets, instead of total accrual b

determine discretionary accrual.
The effectiveness of th&.um
factors. First, industry mo 3
at is common

in non discretionary a(?% 4
across firms in the sajpe industry.

,‘ maoves variation

If change in

nondiscretionary/gutrus y reflects to change of
firm specific situa model cannot extract the
correct nondisry accrual from discretionary
accrual. 0 because the model removes the
variatio iscretionary accruals that is correlated

acro fir n the same industry, the model will
fa wit®’ unintentionally extracting earnings
>ment problem that is the conclusion will

3s due to the opposite correlation sign to the

¢rue coefficient between main variable (non

© discretionary) and control variable.

Among the competing model, Healy model and
DeAngelo model are disadvantage in that both
assume that non discretionary accrual (NDAC) is
constant overtime and do not take in to account the
effect of changes in firm’s economic circumstance
on non discretionary accrual. Industry model is
limited by the factors described above. The Jones
model is weak in that it assumes that revenue are
non discretionary which is not true. And Modified
Jones model has corrected this weakness.

Burgstahler and Dichev (1997) provide evidence
that firms manage reported earnings to avoid
earnings decreases and losses. Especially, in cross-

sectional distributions of earnings changes and

@ A
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earnings, they find unusually low frequencies of
small decreases in earnings and small losses and
unusually high frequencies of small increases in
earnings and small positive income. They find that
cash flow from operations and changes in working
capital are used to achieve increases in earnings.
They introduce two theories; the information-
processing heuristics theory and prospect theory
about the incentive for avoidance of earnings
decreases and losses.

Burgstahler and Eames (1998) find that
executives manage earning to meet analysts’
forecasts. Earnings were managed upwards to avoid
falling short of analysts expectations. However, in
Thailand, data about analysts’ consensus is not
available.

Caneghem (2002) finds that managers of UK-

Firth and Kim (2005) find&tha

in earnings managem S
with high free cash flo ||

discretionary accrual t the low or negative

earnings thas

negative net pélues. This paper suggests the

external mo by big 6 auditors and institutional

agcompany investments with

investo mubstantial shareholdings is effective

PN

ang, Firth and Kim (2005) find that managers
e

listed companies tend to round-up reported pre- ge in earnings management. Low-growth

income, in a way that increases the first digit by o

ompanies with high free cash flow will use income-

when they are faced with a nine in the second-from¢@ increasing discretionary accruals to offset the low or

the-left position for this particular earning .
The major contribution of the current @hat it
introduces discretionary accrual Iine of
research. Discretionary accrualestimated
using both the Jones model (+391) and the modified
Jones model as proposed by%@ ow et al. (1995).

The results clearly sugys that discretionary

accruals are usef\\ in

to round-up reported

earnings figures. er there is no evidence

find that Relgiare both private and public companies
. earnings management and income
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negative earnings that inevitably accompany
investments with negative net present values. This
paper suggests the external monitoring by big 6
auditors and institutional investors with substantial
shareholdings is effective in deterring managers’
opportunistic earnings management. Free cash flow
allied to low-growth opportunities has been identified
as a major agency problem where managers make
expenditures that reduce shareholder wealth.
Piriyaniti (2006) finds that IPO firms manipulate
earnings during period before IPO and year of IPO.
He studies using data from Stock Exchange of
Thailand during 2001-2003. At that time Thai
government promoted private firm to raise capital

through Stock market. Stock Exchange Commission
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(SEC) had propagated new regulations to protect
investors and enforced the use of new accounting
standards to ensure that financial reports are more
reliable. In his paper, he use modified Jones model,
which considers discretionary current accruals of
IPO firms comparing to matched firms (not IPO
firms). He finds that discretionary current accruals of
IPO firms are positive and higher than those of
matched firms in the year of IPO. However, his
paper does not investigate the effect of surplus free
cash flow (SFCF) and discretionary accruals (DAC)
and external monitoring. Moreover, his paper
concentrates only on IPO firms.

Although, there are mix results about the benefit
of earnings management, the earnings
managements give investor about firm performance.

The literatures above concentrate on earnings

Agency Cost Hypothesis

behalf. Agency problem arises from. co

components of an agency %o: wncetai

agent cannot control and N/Ck for ation on the

part of principal. If princ Observe agents’
bl

action and no free-rider

incentive proble

Jensen (19®efined the agency cost of
free cash flowsh flows that are invested in
Ment value (NPV) projects. Firms
with lo th opportunities are more likely to
inve sh flow in unprofitable projects. In the
apsence&df effective monitoring or disciplinary

em; there would be no

negative

by outside stakeholders and their agents,

management in various aspects. However there is -3
one belief that is firms have incentives to manage - managers may chose to invest in marginal or

earnings. If the information is inconsistent,

investigation will be done.

o
McKee (2005) introduces 2 incentiv&? or
oene

earnings management. First, on t of
owners, managers manage earnings Sjefit the

owner and firms. From this view>.manager mange

earnings to maximize share nd company

ankruptcy, meet

tervention from state
e

value, minimize the probabili
debt covenants and
agency. Second, on efit of managers, they

manage earnings for their own benefit for

increasing their ensation, maintaining their job,

62

©egative NPV projects and activities. These projects

and activities may be self-gratifying to the managers
and may bring pecuniary benefits or other personal
rewards. In many cases, these managers may
believe the investments will at least ‘break even’ for
investors, although the fact that they ‘hide’ or give
little disclosure to the activities suggests that they do
not believe that the activities will withstand scrutiny
by investors.

Identifying the agency cost of free cash flow
(investments in negative NPV projects) is very
difficult. Managers do not disclose to investors an
investment’s cash flow projections and the
assumptions behind them. Appealing to commercial

secrecy provides a cloak for bad investment
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decisions. Managers may not even internally project
cash flows for some investments: the biases
managers have for some ‘pet’ activities or personal
perquisites may make them ignore cash and profit
planning. Poor investments, however, will reveal
themselves in the future profits of the company.
Non-value-maximizing investments eventually
reduce earnings. This will result in lower stock prices
and may trigger shareholder actions to remove
directors and senior executives. To camouflage the
impact of negative or marginal NPV investments on
earnings, managers may employ accounting
procedures that increase reported income. These
‘inflated’ profit numbers may help assuage investors
and lead to higher market valuation than would
otherwise have been the case (assumes that

investors cannot completely unravel the earnings

amanyam

(1998) find that Big & s act as a
constraint on both incre

earnings management. sh4an and Krishnan
(1997) and Francis hman (1999) provide
evidence suts \ ditors are more likely to
issue a qualifiedl augyappinion when they believe that
failure to dcreases litigation risk beyond an
mel. Basu et al., (1998) found that

ad to be conservative, and so they may

n ith aggressive income-increasing DAC.
DEAngelo (1981), Simunic and Stein (1987),

management). This situation lead to my firancis et al.,, (1999) found that it is now widely

hypothesis that :

cepted that there are quality differences among

© audit firms. Becker et al., (1998), Kim et al., (2003)

H1: companies with high SFCF are more='ikelyo

choose income-increasing DAC than rwise.
Chung, Firth, and Kim (2005 %e that
auditors and institutional shareholreduce the
SFCF-DAC relation. The exjstence of the external
independent auditor can aff firms’ financial

ves assurance to

shareholders, potential ors and creditors that
the income statem palance sheet accurately
or conservative@ t the state of the clients’
activities and §e§ asgets. The audit function reduces
agency co ated by information asymmetry and

reduce control problems caused by the

n of ownership and management. The

statements. This verifica

xamines and express the opinion whether

i 4 aifun 11 Fuaneu 2552

and Francis et al., (1999) found that high-quality
auditors are more likely to restrict income-increasing
DAC. High-quality auditors want to avoid shareholder
litigation and bad publicity associated with a client
company that aggressively uses inappropriate
positive DAC. Traditionally, Big 6 firms (currently big
4 exclude Arthur Anderson and Cooper & Lyband)
have been used as a proxy for high-quality auditors.
These auditing firms have a major market share
of listed company clients in America and around the
world as well as in Thailand. They provide
consulting, computer, and tax departments that use
the same brand name. To protect their reputations,
the high-quality auditors deploy significant attempt to

auditing such as recruitment, training, and systems,
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and they have the independence to insist that clients
make necessary changes to their financial
statements or else they will issue qualified audit
reports.

St. Pierre and Anderson (1984) and Palmrose
(1988) show that auditors are more likely to be sued
if reported profits are proved to exceed the ‘true’
earnings. In contrast, there is little or no evidence of
auditors being sued if reported profits are less than
the ‘true’ earnings. They report a lower level of
litigation among Big 6 auditors.

Chung, Firth, and Kim (2005) assume that a Big
6 auditors will be even more cautious when a client
company's agency costs are high. So, when SFCF is
high, Big 6 auditors will restrict the use of DAC more
than when SFCF is low.

This leads to my second hypothesis.

do not determine the direction sign on the t

variable.

Institutional shareholders have the expertisée

analyze company performance. Thesy pIi '
that if the institutions own a large e of
company’s shares, then they haW.inceXtive to

monitor management’s actiss,
power to affect or changcl 4

ey have the

lack of liquidity [lnea}s) investment institutions
have incentived 1o
high SFC

companjzs

osely monitor companies with
osing other things being equal,
substantial institutional shareholders
bec 5 able to engage in opportunistic
e s &anagement. Chung, Firth, and Kim (2005)

9
that the monitoring activities of institutional

H2: Big 4 auditors moderate the SFCF-DAC , .
sh@eholders will obscure management from using

relationship.

and Raghunandan (2002), Myers et al., (20 an

¢ncome-increasing DAC. The way of inhibiting the

Sainty et al., (2002), Davis et al., (2003)@0 actions of management is the threat of legal action

Johnson et al., (2002) find that long terure not

reduce independence and normally, Q’-\- quality
of their audit work. However, innUnited States, and
some countries in Europe call fatory auditor

.%.
usion. They find a

al. (2003) reach an oppos
positive relation bet enure and absolute

discretionary accria d a negative relation
lute analyst forecast errors.

between tenure b
Chung, Firth, im (2005) include audit tenure as

(Arrunada and Paz-Ares, 19 ever, Davis et

against managers taken by institutional investors.
Institutional investors have the ability to remove
managers if they believe the managements are
using DAC to hide the earnings impact of their
opportunistic actions. Institutional shareholders will
more closely monitor management and
management’s accounting choices if there are high
agency costs. Institutional shareholders will therefore
impose more monitoring when free cash flow is high,

which leads to the third hypothesis.

H3: Large institutional shareholders moderate the
SFCF-DAC relationship.
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Methodology

In this paper, the data consists of firms traded
in Stock Exchange of Thailand between 2001 and
2005. Three sources of data are used. The first
source of data in financial statement is based on
database called “Data-stream” in which financial
figures are grouped in such a way that user can use
for cross-sectional comparison.

The second source is business on line web site
(www.bol.co.th) which provides the list of auditors
who express the opinion whether financial
statements are correct and fair represent the
financial status of the companies.

The third source is Securities Exchange
Commission web site (www.sec.or.th) which
provides us the auditors who are granted to sign in

financial statement of listed companies. In this

same result as Chung, Firth, and Kim (2
expected. Therefore, below hypothesizes are

follows:-
H1: Firms with surplus c@fl

manage earnings through increase. i retionary
accounting accruals.

Big 4 auditor firmsQye dependence
external parties ca

~erate the use of
discretionary accounti c by management.
This leads to the secd hesis:-

H2: Firmp a 5 4 auditors can reduce

the use of E"ary accounting accrual to

manage earl ¥Qg:

Ingtj investors holding significant shares

have/ifics=ative in monitoring managers not to harm

tﬂ of owners. This leads to the third
potisis:-

3: Large institution investors reduce the

source, there also provides us the audit firm wh
granted auditors are members. Due to the financial @Pportunity of managers to manage earning when

fraud of Enron and the merger between 2 big 60 the firms have high surplus cash flow with low growth

there are now only big 4 auditors th@i(\?e
beyond 2005 (PricewaterhouseCoo st &
Young, Deloitte Touche Tohmatsu,).

The final sample size is 840 y year firm
observations between and 2005 (168

companies).

According to the lite eview, the firms with
exceed free cash w@ow growth opportunities
have incentive e those money in non

der wealth projects or use

maximizing s
ich do not benefit to owners.
the use of external monitoring,

obstructed to manage earnings. The

fUMAU 2552

opportunities.

Model

The model according to Chung, Firth, and Kim
(2005) is selected because this model explains both
the effect of individual independent variable to
dependent variable and the effect of the interaction
of independent variables to dependent variable.
Moreover, it takes in to account the effect of factors
(control variables) to dependent variable. Modified
Jones equation is used to find the Discretionary
accounting accruals (DAC). Modified Jones is the
best among the 5 choices as explained earlier. The

model is set below:-
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DACit =

Where
DAC = discretionary accounting accruals derived
from the modified Jones (1991) model. The

dependent variable can be positive and negative.

SFCFi = a dummy variable represents Surplus Free
Cash Flow. The value equals to 1, if Retained Cash
Flow (RCF) is above sample median for the year and
price per book value (P/B) is below sample median
for the year and 0 otherwise. In this paper growth is
measured by price per book value which widely use
in the financial market. Firms that have future
growths will be demanded from investors and share
price will increase and reverse results is true. The
implication of this variable is that high RCF means
the firms have surplus free cash flow whereas low

price per book value means the firms have low

Bo + B1SFCFy + PB4 + PsLTi + PsSFCF*B4y +PsSFCF LT
+ [55|Sit + B7SFCF*ISit + BgDEBTit + BgRELCF.t + B1OSIZEit + [311ACit

SFCF*LT:: = the interaction betv@n

auditors and surplus free cash flow. The

is how tenor effect to the firms with sursracash flow
but low growth opportunities, In othe d, whether
long tenor increases S earnings

management when confront s with surplus

plus free cash flow.

ISit = a dum Vf\é\ epresents institution
ms’

investors holdingpf ares. The value equals to
1, if the firms h

shares 5% dr m and 0 other wise.

titution investors holding firms’

SFCEIIS;

inves(ors

the interaction between institution
d surplus free cash flow. The implication

howinstitution investors response to the firms with

%us cash flow but low growth opportunities.

growth opportunities (the equation of RCF will beOQEBTit = firm’s total debt scaled by total asset. The

discussed next).

'itor

firms (PricewaterhouseCoopers, E A

B4y = a dummy variable represents b

Young,

Deloitte Touche Tohmatsu, andaXPMG). The value

equals to 1 for the firms use big : otherwise.

LTi = a dummy variable ents tenure of

auditors. The value for tenor of 5 years
d n

or above (in this stu otherwise.

SFCF*B4i; = thek

and surplus fre sh flow. The implication is how
big 4 ' act to the firms with surplus cash

flo

action between big 4 auditors

growth opportunities.

66

implication is that firm with debt reduce managing
earnings because of the monitoring from debt

holders.

RELCF: = relative cash flow from operation
measured by the difference between cash flow from
operation for the year divided by lagged total asset
(t-1) and the industry median for the year. The
implication of the variable is that if firm’s cash flow
below industry’s median (the difference is negative),

management will manage increasing earnings.

SIZE: = a log of market value of equity. The
implication is that large firms have incentives to

increase managing earnings.
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AC:: = an absolute value of total accruals scaled by
lagged total asset of previous year (i-1). The
implication is that firms with high AC reduce the

discretionary accruals (DAC). This is because total

TAC/TA i1 =

Where
TACw/TA i1+ = total accruals divided by lagged total

assets.

TACy = (A current asset - A cash) — (A liabilities-
A short term debt - A taxes payable)- depreciation.
Due to unobserved of taxes payable, | do not include

taxes payable in the computation.
TAi+1 = an lagged total asset

REVi =

the company.

an independent variable represents sale of

ao(1 /TA. ,1_1) + (l1[(AREV.t - AAR.O/TA. ,t—1)] + az(PPEit

accruals consist of non-discretionary part AC)

and discretionary part (DAC). 6@

From modified Jones equatior@ cqnpe
f

&

is

Next, retained ca& \
component of surplus flow. The retained
cash flow (RCF) is esimatedas follow:-
oMY
RCF = ; \X)/— INT;t = DIV)/ TA, 11
Where m
ING;; = Opncome before depreciation

TAX 5 Comdag

discretionary accounting accruals

alculated as a

ate income tax

INT rest expense
% idend to preferred shareholder and

common shareholder

After getting the RCF, the Price per Book value
/B) of each firm is collected by year. Then the P/B

AR: = an independent variable represents accoun value is ranked using median of each year as a base

receivables.

PPEi = an independent variable re plant,

property and equipment.

A = difference between curre

The equation regressed to find the
h

riod and previous

period

coefficients (o). the fitted value from the

equation in eac riod is found as set the value as

TACit/TAi,M = NDACn + DACit

fUMAU 2552

value and determine that if P/B value of a firm in
each year is higher than the median in that year it
means that firm is a high growth firm. If P/B value of
a firm is lower than the median in that year it means
that firm is a low growth firm. Having both RCF and
P/B of each firm, SFCFit can be determined as

mention above.
Results

A descriptive statistics for the independent

variables and control variables is showed in Table 1.
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Table 1
OBSERVA-
VARIABLE MEAN S.D. MEDIAN MINIMUM
TION

DAC 840 -0.0065 0.3642 0.0079 -7.0169
SFCF 840 0.2167 0.4122 - -
B4 840 0.5929 0.4916 1.0000 -
LT 840 0.7238 0.4474 1.0000
IS 840 0.9488 0.2205 1.0000 &
DEBT 840 0.5611 0.7863 0.3852 12.2261
RELCF 840 0.1109 0.7500 - @ 11.0091
SIZE 840 3.1839 0.7525 3.140 % 04 5.4584
AC 840 0.1575 0.3239 0.08%@@0.0001 4.8140

The mean and median DACs are close to zero.
Twenty-two percent of observations are classified as
having potential SFCF (agency problems). The Big 4
audit fifty-nine percents of the observation
companies. Seventy-two percent of companies have

been audited by the same auditor for 5 years or

(=

~

itutional investors. Debt to total

monitored m

t (median).

ix percent. Absolute total accruals to

C) average fifteen percent (mean) and

his study, panel data model is used to run

esult. The model includes cross-sectional and

more. Ninety-five percents of companies have ¢ime series data. The regression result has shown in

substantial institutional shareholders (five per;

;
st

more). The Big 4 and the IS indicate

companies are audited by high quality

= o+ S
+ Pe

N

DAC;

S
5

68

Lo
(X

O table 2.

The result represents the model below:-

2B4i + le—Tit + B4SFCF*B4it +658FCF*LTit
I?)7SFCF*|Sit + BgDEBTit + ﬁgRELCFn + BmSlZEit + BﬂACit
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Table 2 Regression estimates result 7
Variable Predicted sign Coefficient Std. Error t-Statistic Proh, \©
Intercept No -0.660454 0.200838 -3.288493

SFCF + 0.555985 0.155825 3.568008 6\/O

B4 - 0.065296 0.053365 1.223573 @

LT No -0.050838 0.035936 -1.414656 Q\ ¥576
SFCF*B4 - -0.091337 0.063767 -1 .467 %v 0.1525
SFCF*LT No 0.108240 0.064930 1.6 76;\/\ 0.0960***

IS - 0.050993 0.068764 0. 1 0.4586
SFCF*IS - -0.485166 0.143218 /3%7616 0.0007*,*****

DEBT - 0.016867 0.022333 (7 @o\ /&75 0.4504
RELCF - -0.334283 0.020165 » 96.57779 0.0000%,**,***
SIZE + 0.203570 0.056028 V% 3.633335 0.0003*,**,***
AC - -0.294864 0.0 81\ -7.951998 0.0000%,**,***
(e
R-squared 0.512255 &\ S
Adjusted \P@)
resquared 0.377142 /é\f\
Prob. (F-statistic) 0.000000 ({Q@
*  :significant level at 1% (@)

** : significant level at 5%

*kk

: significant level at 10%

Q
Overall model is statistignificant

(probability of F-statistic is gianificant at all levels).

The R-squared and adjusted Ared indicate that

that the model can expuse of dependent
variable (DAC) at vext, | will explain the

hypothesis.

H1: Firms%@ cash flow tend to manage

earnings h increase in discretionary

accounticruals.

g to the result, the null hypothesis fails

AU
toQD This means that firms in Thailand tend to

Qs

4 aifuf 11 Sudnay 2552

=

i

manage earnings through increase in discretionary
accounting accruals. This finding is consistent to the
previous paper by Chung et al., (2005). The result
confirms that firms in Thailand with SFCF tend to

manage earnings.

H2: Firms that use Big 4 auditors can reduce the use
of discretionary accounting accrual to manage
earning.

Big 4 auditor firms which are viewed as high
quality do not show statistical significance in

moderating discretionary accruals. It is noted that
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the coefficient shows opposite sign to the previous
study by Chung, Firth, Kim (2005).

When consider the interaction term of Big 4 with
surplus free cash flow, this study does not find that
the interaction is significantly influential when
companies have surplus free cash flows. This is
inconsistent to previous study.

From the result above, the study can not
conclude about the direction of using big 4 auditors
and their interaction with SFCF in listed firms in
Thailand.

Next, the long tenor together with surplus free
cash flow shows that there is statistically significant
(at 10% confident level). This indicate that long tenor
of auditors involve in moderate earnings in firm with

high surplus cash flow.

H3: Large institution investors reduce the opportunity

1995). The implication of DEBT is that bondh

have incentives to monitor the firms who bor "\

from them. In this study

The coefficient of RELCF isa ~ 9)

higher than industry ave,
reduce discretionary accagntis

because firms with high opg=2

high earning than ind

g/etionary accounting

incentives to c 0
accruals for that smooth the income for the
next period. %

The C@Nt of SIZE demonstrates positive
significant. This is consistent to the

pred and the previous paper. This suggests
t argétsize of public companies tend to manage

E rnin& more. Size is measured market value and

Qg
of managers to manage earning when the firms havebig the company in the stock market.

high surplus cash flow with low growth opportunities.
The result does not show the statj

significance of institutional shareholders |

moderating discretionary accruals in obsefvaticds.

The interaction term SFCF*IS
results with negative sign. Althoyah no evidence that
institutional investors moderate C in general,
it appears that the interacti
investors and SFCF mo discretional accrual
significantly. This evid ther with IS variable

indicate that the 5@ of may be sufficient to
identify the effecgoghe bservation.

aigqificantly

een institution

The cont riable, DEBT, does not show

statistical since in the observations. This result

Ginally, the coefficient of AC is negative and

ale statistically significant. This result is consistent to the

study by Becker et al. (1998).

Application and Policy Implication

Earnings management is widely used by
manager of both in private and public companies.
The result show that low growth companies
(measured by low median of industry price per book
value) with surplus free cash flow have significantly
positive coefficient. This study broadens the agency
cost hypothesis. Firms with low growth opportunity
and surplus free cash flow tend to use discretionary
accounting accrual. Management may use the
surplus cash flow in the way that deteriorates

shareholder’s wealth such as payment for

M5 19T
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unnecessary expense for management benefit, and
selecting a negative NPV project. Management uses
earning management to hide the bad and inflate the
income by using favorable accounting procedure.
This study is benefit to financial regulation
agencies such as Federation of Accounting
Professions (FAP), Securities and Exchange
Commission (SEC), and Stock of Exchange of
Thailand (SET). The FAP can apply this study to
monitor auditors who certified opinion on financial
statement. This extends the scope of regulate by
tracking the reputation of auditors and the tenor of
auditors on the firm. Using this relationship, it is
possible to find the trend of earning management in
firms. The SEC and The SET can apply this study in
monitoring the firm earning management for the firm

with low growth opportunity and having surplus free

cash flow. The authority can supervise how the firpe
uses surplus cash in doing investment. Also it

requirement in preparing financial state & for

Arrunada B, Paz-Ares C. Mandatary ation of

non-listed company is needed.
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