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ting~principles, accrual basis is used for

As generally accepted a
preparation of financial statezmuats in~order to provide beneficial information in
economic decision for usfinanoial statements. The information can
appropriately reflect economicCvents of the financial statements. However, the
accrual basis sometir@a?ed with management’s judgment such as management
estimation. As hevjudgment, it opens an opportunity for management to

manage earherefore, this article has objectives to present the use of
accrual basiaration of financial statements and measurement of the basis
as wellexplanation of development of accounting models in order to apply

[ ings management studies. Furthermore, the article describes

cha ics, benefits, and limitation of each model to enhance understanding
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of revenue recognition and matching of revenue and expenses which allow firms to recc@z
events in the period it should be recognized. The accruals concept also incorporates
loss recognition principle which improves a relevance of reported earnings of fir

performance close to their economic circumstance. However, use of accruals required.\
depend on management’s discretion. In this regard, the degree of subjg i

defined in academic researches. Also, paper contains review of ? ‘ dels which are used in
earnings management study. It includes development of the m e early period until the
present period. The specific perspectives of most widely used acmodels are examined to provide

the better understanding on use and limitation for each of th&e
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INTRODUCTION

The accruals are regarded as having an
economic role in providing relevant financial
information for investor in assessing its economic
performance. Accruals based accounting recognizes
economic events on a timely basis, regardless the
timing of cash flows. But, it involves judgment
as they require estimations about future events

that are not considered in current cash flows.

The degree of subjectivity and verifiability of

are used by manager
en earnings will be

to modify thel /i
recognized. D's
d D

ans&sr earnings between periods.

a private purpose. Ac

accruals are adjustments
to cash flows d by the manager, allowing

them to

Becausg

inte

ng edrnings management study is to measure
aanageément’s discretion over earnings (McNichols,

ings management and managerial

Ot directly observable, an essential

>

information used for estimates in accruals are ©  The purpose paper is to discuss on role of

- @
of concerned by market participants as w@
can exercise their discretion over accru r

financial reports that either to some
stakeholders about the underlying”economic

performance of the compan

to influence
contractual outcomes that dep on reported
accounting numbers. The - that managers

opportunisticatly by

that makes reported

can use accounting r
introducing estimati

earnings misleadi ut the firm’s economic

performance i

earnings management.
earnings management concerns

¢ their discretion over accounting
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accruals in financial accounting and how it is
defined in academic research. Also, paper contains
review of accounting modeling in detecting earnings
management which includes development of the
model from the early period until the present
period. The specific perspectives of most widely
used aggregate accruals models are examined
to provide the better understanding on use and
limitation for each of the models.

The layout of this paper is as follows. Overview
on role of accruals in financial accounting practice
and in academic research is provided in section
of “What are Accruals?” How accruals are defined

in earnings management models is explained in
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the following section. Then, the paper explains
development of earnings management research
designs and its research design issues associated
with aggregate accruals proxies for earnings

management. The final section is conclusions.

What is Role of Accruals?

The role of accruals in accounting is well
recognized in both of financial accounting practices
and in academic literatures. The importance of
earnings and the accrual process have included
in FASB 1978 Statement of Financial Accounting
Concepts No. 1, which states that earnings and
its components measured by accrual accounting
generally provide a better indication of firm
performance than cash flows. By mitigating timing

and matching problems inherent in cash flows,

flow a less efficient than accounting ea

measuring firm performance, while accrya

incorporated noise-reducing accriﬁal

o
amined

in~fncreasing

adjustments.

A large body of research

whether the effect of accrua
earnings quality and sonial reports more
informative (Ball and r68; Wilson 1986;
Wilson 1987). On th er~fand, accrual-based
accounting also inya gment as they require
estimations@ﬁ> re events that are not
considered i t cash flows. Sloan (1996)
point out WAat jo)e key difference between the

é&ash flow components of earnings
d

accrual component involves a greater
O unintentional error, uses of accruals in

subjectivity. Although the subjectivity

earnings are deemed to smooth out random timmcc unting has been widespread.

fluctuation in cash flows which are subjected to
@)
@%
smoothing property of earnings rel th role
of accruals in increasing the info % report
earnings. That is, it produces g@w that are
less noisy than cash ﬂow are subjected
to exogenous or manipulative iation in working
capital items. In co -
income, operativv is noisy because it
<t

temporal variation.

Dechow (1994) has proposed

with accounting

incorporates peri eriod variation in working

s inventory, prepayments,

eivable, and in working capital
LiabiLitich as unearned revenue, warranty
prz \w>7and accounts payable (Ball and

@ ar, 2005). This noise makes operating cash

In this regards, questions on the reliability and
relevance of accruals have been raised due to the
degree of subjectivity involves, the competency of
management to determine estimates, and potential
verifiability of accrual components. Investors argue
that it is difficult to compare performance across
firms because of the variety of methods used to
calculate accrual items, and most importantly,
whether accruals have been induced by manager
to alter performance and obtain a private gain of
the management itself. The practice that managers
can use accounting discretion opportunistically by
introducing estimation noise that makes reported
earnings misleading about the firm’s economic

performance is called earnings management.
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In general, earnings management occurs expectation model of the non-discretionary ac@
QN

when managers exercise their discretion over level which are not subjected to manage

accounting numbers because they may act with  discretion and to present the am:ai;t re
(

2l

a short-term self-interest motive and manage from firm’s fundamental performan

earnings for short-term benefit (Field et al., 2001).  to which models are well develope

Since manager can use accruals to modify the an ability of the model to acc easure
timing when earnings will be recognized, and changes in business circu affect accruals
it is difficult from the outsider to observe or (Dechow et al., 2010). Anyaya which deviates

distinguish accruals which are resulted from from this level is assum

earnings management from normal accruals. The  accruals, so discretiopa ccruals depended on

accounting researches in earnings management  structure of ex
study focus on how to measure the amount of the study. A her this is a good proxy
of accruals that are induced by manager by for earnings m ent depends on the ability

their private benefit and not the amount which  of the el taccurately measure changes in

generally reflects fundamental performance or  busines(( 7 stances affect accruals.

economic condition of the firms.

The general earnings management detection &, 0 detect earnings management. The
model is presented by McNichols and Wilson (1988)@% ic researches related earnings management

present, researchers develop various

which provide a general outline of discretionary  mgdel and comment on their model specification
accruals framework. In the model, accruals are Qre discussed in in Section “Detecting Earnings
partitioned into a discretionary (DA) an@o Management through Total Discretionary Accruals”.
discretionary (NDA) component. The di jorary

accruals are regarded as adjustmentows How Accruals are Defined in Earnings Management

induced by the manager, allowing ther tc’transfer  Model?

earnings between periods, A discretionary The definition of accruals used in the

accruals are estimated by the-d

total accruals (TA) and noi

“nce between  academic research has been changed over time.
tionary accruals In early research, accruals are defined as non-
(NDA). cash working capital less depreciation expense

Because discr [\x\; accruals cannot be (Healy, 1985; Sloan, 1996; and Jones, 1991).

observed directlyAfr

nancial statements, they  Under this approach, the amount of accruals is
d from difference between measured as consecutive changes in the balance
d non-discretionary accruals using  sheet items which rely on the supposed relations
odel. Recent accounting models  between changes in working capital balance sheet

management study have developed accounts and accrual components of revenues and
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expenses on the income statement. However, the
accrual definition of non-cash working capital has
omitted several accruals and deferrals because
all other asset and liability accounts are results
of the accrual accounting process (Richardson et
al.,, 2005).

Richardson et al. (2005) suggest that a
definition of accruals which based on only current
operating accruals are less reliable accruals and
lead to lower earnings persistence. As long-term
operating assets and liabilities are also accounting
accruals, the effect of these accruals on earnings
persistence is related to the reliability. They
develop a more comprehensive definition of
accruals and decompose the balance sheet into

change in current net operating assets, changes in

noncurrent net operating assets, and changes in&
m

exists when there is none. Specifically, H )

Collins (2002) examine the impact of me
accruals as the change in succgssive=ha
sheet accounts, as opposed to s v

directly from the statement of h

ws. The

study supposes that the me NSNS easuring

sh flows resolve
ation events, such

or discontinued

as mergers and acm

operations.
Detecting anagement through Total

Eapiing
Discretiona uals.

i{{secyn reviews the widely used aggregate

e

t of earning management induced by

sodel. The central focus is that the

oriary accrual obtained does represent

net financial asset and show that the aggregm anagers.

change in both current and noncurrent net

operating assets provides a more comprehensivé®

(@)
Since an introduction of the Stat @ash
Flows, accruals can be defined ference
between earnings and cash ﬂowscash flows
is defined as cash flows freration and can
be obtained from the State 1 of Cash Flows.
The use of this meas ‘ roduced by Hribar

and Collins (ZOOue that the method of

measure of accruals.

ined from balance sheet

measuring accrugm.o
approach to ‘gs earnings management are

potentially inated by measurement error

in accrutimates and are likely to erroneously
lep s2zZconclusion that earnings management

The review of earnings management model
begins with Healy (1985) and DeAngelo (1986)
who used total accruals and change in total
accruals as measures of management’s discretion
over earnings. Jones (1991) Model construct an
expectation model using a regression approach
to control for non-discretionary factor influencing
accruals, specifying a linear relation between
total accruals and change in sale revenues
and property, plant, and equipment. Then, the
Modified Jones Model is developed to include
changes in credit sales in the event period as
a result from earnings management in order to
include circumstance when part of revenue is also

managed. Subsequently, the Performance-Adjusted
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Modified-Jones (1991) Model is developed to
control for these changes with parameters that
supposedly adjust the expected accruals to the

change in circumstances.

Healy (1985) Model

Healy (1985) tests his hypotheses on earnings
management using total accruals (scaled by lagged
total assets) as proxy for discretionary accruals
(DA).

The Healy (1985) Model is specified as follows:

TA, = DA (1)
Where TA, =total accruals in year t; DA, is

discretionary accruals in year t.

By using total accruals as proxy for discretionary
accruals, the model implicitly assumes that

there are no non-discretionary accruals in the

The DeAngelo (1986) Model is spec'ﬁé%

follows:
‘

naldccruals

DA, = AC,-NA_,

Where DA, =abnormal accruals in

current accruals in year t; NA_; is Q6

in year t-1.

As the model ass ormal accrual
(DA) is the differencellatween current accruals
(AC,) and pri oo\' mal accruals (NA_,),
it does not albpw fd®) change in the amount
of non—discre portions that reflect the

current r@&fmomic condition and changes
f’é

in the any’s operational activities and

the gnary portions that are induced by
Nr discretion.

%s (1991) Model

estimation period. In his study, he has identified ©  The Jones (1991) Model is based on earlier

that total accruals (TA) include both discre@o
and non-discretionary components (TA +A).

However, he cannot measure thunt of
non-discretionary components and assures that

non-discretionary components apgaot observable.

DeAngelo (1986) Model @
DeAngelo (198@d on Healy (1985)

=

model and includ period accruals as a

measure of nor ruals (scaled by lagged

total assets). normal accrual is measured

etween current accruals and prior
N d

as a differe

periog
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work by Healy (1985) and DeAngelo (1986). The
expectation model is developed to measure the
non-discretionary portion of accruals that are
caused by changes in economic conditions.

The Jones (1991) Model is specified as

followed:

NDA,/To, = By(1/T, )+B,(AREVL/T,,)

+ Bzx(PPEt/Tm) (3)

Where NDA, = non-discretionary accruals in event
year, T, = lagged total assets in year t-1, AREV,
=revenues in years t less revenue in year t-1

scaled by total assets in year t-1, PPE, =gross
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property, plant, and equipment in year t scaled

by total assets in year t-1.

First, firm-specific parameters (3,, 3,, and
B,) are estimated using the same model in the

estimation period.

TA/ Ty = By(1/T )+B,(AREV,/T,.,)

+0, (PPE. /T, )+ (4)

The coefficient values (8, B,, and 3,) are
obtained from regression in equation (4) are used
in equation (3) to calculate non-discretionary
accruals (NDA).

Then, non-discretionary accruals are calculated
from in estimation period using equation (3).

The major concern of this model is an inclusion
of changes in sale revenues one of the control
variable in the estimation of non-discretion
accruals. That is, the model assumes that changes

in sale revenues are occurred solely based on thé®
firm performance and the amount is nc@tgd
by managers’ manipulations of s ues.
However, the effect of manage 's discretion
in decreasing of sale revenues @aruals is of
particular importance in thisxsudy because firms
in industries facing rising imp can be expected
to have declining reve
Modified Jones %

The origi &s model was modified by
Dechow e@@%), which is known as the
Modiﬁees Model, to eliminate an error in

Qvserément of discretionary accruals from

dard Jones model.

The Modified Jones Model is spe as

followed:

NDA,/T,, = BOi(1/Tt-1) ©? Qj
+B, (AREV, - ARECRT, S
+03, (PPE,/T,. @ (5)
Where NDA, = non—disc aLs in event
year, T, , = lagged tota - event year (t-1),
AREV, =revenues in y lesy
scaled by total asear t-1, AREC, = account
receivable i Lccount receivable in year
t-1 scaled b sets in year t-1, PPE, = gross

property, nt

revenue in year t-1

nd equipment in year t scaled

by totgl(as in year t-1.
irse” firm-specific parameters (3,, 3,, and
) are estimated using the same model in the

estimation period.

TA/T, = By(1/T.)
+ B, (AREV, - AREC,/T,.,)

+03, (PPE./ T, ) +¢€ (6)

The coefficient values (8, B8,, and 3,) are
obtained from regression in equation (6) are used
in equation (5) to calculate non-discretionary
accruals (NDA).

Then, non-discretionary accruals are calculated
from in estimation period using equation (5).

The Jones (1991) Model implicitly assumes
that discretion is not exercised over revenue in
either the estimation period or the event period.
In contrast, the reasoning of the Modified Jones
Model is that all changes in credit sales in the
event period result from earnings management.
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Performance-Adjusted Modified-Jones (1991)
Model

NDA. /T, = BOi(l /Tt—l)
+ B, (AREV,— AREC,/T,.,)
+0, (PPE./T.,)+ B35 [ROA] (7)

Where NDA, = expected non-discretionary accruals
in event year, T, =lLagged total assets in event
year (t-1), AREV,=Revenues in years t less
revenue in year t-1 scaled by total assets in year
t-1, AREC,=account receivable in years t less
account receivable in year t-1 scaled by total
assets in year t-1, PPE, = gross property, plant, and
equipment in year t scaled by total assets in year
t-1. ROA, is measured as earnings before interest
and taxes expenses divided by total assets at the
beginning of the year and is included as a proxy

for performance of the firm’s operations.

Kothari et al. (2005) has considered com

made by Dechow (1994) that all existing acc 6‘%
models in earning management may lead toatos
inference problems because all ; Qj

the null hypothesis of no earnings

at rates exceeding the specified te hen

applied to samples of ﬁm@
performance. Hence, it i hat relying on
existing accruals modets& v'the problem of
multiple method chmay result in serious
inference prob@’? \

Kothari et aly1200{@use ROA as an accounting
based measurntroL for firm’s performance

in earni :(&gement studies. They suggest

Neme financial

—

that tef sted to accounting discretion that

do

s&. ROA is an indicator of the management’s
Qility to efficiently utilize corporate resources that

ol for performance are often mis-

ately belong to shareholders.

First, firm-specific parameters (3,, 3,, and © Kothari et al. (2005) show that matching

@)

B,) are estimated using the same model((i on current year ROA produces less misspecified

O\
= B (1/T.) @

estimation period. tests because the performance-related error in

AT estimating the discretionary accruals of a treatment
v firms affect the treatment firm’s current year ROA,

which is matched with a control firm’s current

+ B, (AREV, 2AREC, /T,.,)

+Bzi(PPEt/T

+05 [ROA@ (8)
The coefﬂcienBO, B,, B, and ()

are obtained from pmstesson in equation (8) are
used in equation lculate non-discretionary
accruals (NDA

Then, iscretionary accruals are calculated
from j zdon period using equation (7).
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year ROA. Thus, the impact of performance-related
accruals on the properties of subsequent period’s
estimated discretionary accruals of the treatment
firm is better controlled for when matching is on
current year ROA.

However, Dechow et al. (2010) argue that
the models generate the residuals explain only

10-12% of the variation in accruals, is likely to add
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noise to the measure of discretionary accruals, and In most of the accounting models in

it is best applied when correlated performance is  management study, concerns are focust

an important concern. issues that models cannot ad@ate

the changes in discretionary accl@Xs de

dvQna odel will

Conclusion economic conditions. However, it i

The purpose paper is to discuss on role solve this problem, as no ope
of accruals in financial accounting and how it probably be able to
is defined in academic research. The role of non-observable economiEtadtors that influence

accruals in accounting is to make financial reports  the accruals’ behavigt: ore, this problem

informative for wide range of users. Accruals based  can be considered_a=xatter of degree.

accounting recognizes economic events on a Anoth OrcErnO/ that the variables used
timely basis, regardless the timing of cash flows, to control tomic environment can be
which allow firm to measure earnings that closely contamina earnings management. In fact,
reflect its performance. the vapidblesysed in the models and measured by

On the other hand, accruals involve the ¢cg
management’s judgment as they require estimations (s management, as this fact derives from
about future events that are not considered in e dynamics of the accounting measurement
current cash flows. The degree of subjectivity am%ess. The only way to solve this problem is

verifiability of information used for estimates of at the research must be able to identify the

ing process itself can be contaminated

accruals are of concerned by market participanf cause of potential misspecification and include
as manager can exercise their dlscr@ver control variable to mitigate the misspecification
e

accruals to alter financial reports itwer to  to reduce the likelihood of incorrect inferences.
mislead some stakeholders aboundertying In summary, the main research results are that
economic performance of theany or to the predictive power of the operational models
influence contractual outco that depend on to estimate discretionary accruals in current
reported accounting numke literature is low, independently of the economic

Paper contains revie ccounting modeling  environment under analysis. Some variables lead

development of del from the early period if this practice does not occur as Dechow (1994)

in detecting earni gement which includes  to the identification of discretionary accruals, even

in study o

until the presan riod. Two primary concerns point out that all earnings management models
@ings management are whether that are developed reject the null hypothesis of

1 the earnings management model no earnings management at rates exceeding the

s both well specified and powerful specified test levels when applied to samples

ating discretionary accruals. of firms with extreme financial performance. In
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response to this research question, the models are
developed to identify the potential measurement
error and employ control variable to mitigate the
problem (i.e. Kothari et al., 2005), but introducing
an additional control variable can reduce power
of test and the variable should be apply only
when sample involve a potential issue identified

by researcher (Dechow et al., 2010).
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