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Earnings Management in Polish Companies

Abstract

This paper presents results of the investigatioa phenomenon known as
.earnings management” (EM) among the companiegdisbn the Polish stock
market. The distribution of earnings per share (ER® the stocks around the
threshold value of “zero” and the threshold of “mxt performance” was
analyzed in the period of years 1997-2010. Morepotle changes of earnings
for the stocks, which are suspected to manipulagr tearnings, were also
investigated. The results, which indicate asymmalistribution of earnings
around the zero threshold along with the relatietedioration of earnings in the
year following the period when the companies wanspscted to conduct
earnings management practices, provide evidencetkiig phenomenon exists
among Polish stock market companies.

1. Introduction

Earnings are one of the most important items ddirfaial reports issued
by public companies. Profits of every firm are elys scrutinized by
shareholders, investors, financial analysts or dwaof directors in order
todetermine the attractiveness of a particularkstwcto reward the executives
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for their work and for their financial results. $his the reason why the
management of a company sometimes decides to dakbe manipulate the
firm's earnings, so that the pre-determined targmts be achieved. Such
strategy is often called “earnings management” (Bi8aly and Wahlen (1999)
state that:“Earnings management occurs when managers use jadgnm
financial reporting and in structuring transactions alter financial reports to
either mislead some stakeholders about the unagriyconomic performance of
the company or to influence contractual outcomds’must be emphasized,
however, that earnings management, as we underistiordhe purpose of this
study, should not be confused with illegal actesti such as financial fraud,
which is at the illegal end of continuum of actes of this type, whereas
earnings management is at the legal end.

Earnings management may be executed by two kindsiasfagement
actions:

 accounting choices which follow legally acceptelésu
 operating decisions.

An example of an accounting choice is adoptingdépreciable life for
new plant at the high end of industry norms (ineortb lower depreciation
expenses) or at the level lower than the high dmadoistry norms.

An example of operating decision is a delay in ¢iecution of normal
maintenance procedures in one period in order doce maintenance costs in
that period and to perform this procedure in thie¥ang period.

This kind of earnings management practices may teagal economic
costs, if the company incurs higher operating castased by the lack of
maintenance in the future period. However, a compaay pay real economic
costs alswia accounting choices. For example, it may pay adriggonus in the
subsequent period due to accounting earnings meneagdZiv, 1998).

One of the most frequently mentioned targets ofiegs management is
the, so called, smoothing. Smoothing has existed decades and there are two
general views as to what motivates managers to gneawnings (Aflatooni and
Nikbaht, 2010). According to the first view, smoioilpis an efficient vehicle for
managers to reveal private information (Ronen aath8, 1981, Demski, 1998,
Sankar and Subramanyam, 2001, Srinidhi, Ronen amdihditatta, 2001,
Kirshenheiter and Melumad, 2002, and Goel and ThaX@03, among others).
In such case, it may play a similar role as divatiemoothing (see, for example,
Miller and Rock, 1985). The second view of smoaghis the, so called,
garbling, according to which smoothing is an actowlertaken by managers in
attempt to fool financial analysts and the shamdya and to enhance
managerial compensation (Beidleman, 1973, Lamiié&@4, Arya, Glover and
Sunder, 1998, and Demski and Frimor, 1999, amoiners}.



Earnings Management in Polish... 139

However, smoothing is not the only possible expianmafor the motives
behind earnings management. Since accounting ngmh&e no meaning
unless they are compared to some benchmarks, ciesgdzave incentive to beat
such benchmark as, for example, zero earningsjngarin the corresponding
periods in the past (for example quarter-to-quadsults) or analysts’ consensus
forecasts (see Ronen and Yaari, 2008, Aflatooni Hitdaht, 2010, among
others). There exists evidence in the literatureuaibearnings management
aiming to exceed certain thresholds in form of scdintinuity in frequency of
firms’ earnings around zero or some other thresHelkls (Hayn, 1995,
Burgstahler and Ditchev, 1997, Degeorge, PatelZautthauser, 2005).

This paper deals with the latter effect, i.e. withrnings management
thresholds. Most studies focused on that problemce&m economies of
developed countries, but the evidence from emengiackets is limited (see, for
instance, Wojtowicz, 2010). The aim of our papedpifind out whether earnings
management effects exist among Polish companiesvhether they are similar
in nature to this phenomenon in other, developedkets.

The paper is organized as follows: section 2 ptss@ethodology of this
study, section 3 describes data sample, sectidife#saliscussion of empirical
results and section 5 concludes.

2. Methodology

According to common opinions, executives care alsmme threshold
levels when they report earnings. Two of them heerhain subject of analysis
in our study, i.e.:

« the objective to report the profit above zero,
 the objective to achieve at least the last periguifit (i.e. not to worsen
recent performance).

Our study follows the methodology of Degeorge, Patel Zeckhauser
(2005) based on the idea that execution of earnngsagement practices in
order to reach or beat certain thresholds affdesdistribution of net profits,
when analyzed in a large group of companies, andeaexplained on the basis
of a 2-period model. In each period=1,2) the firm gets the random,
independent and identically distributed draw ofi&trearnings” T, andT,). The
“true earnings” can not be observed by outsiders wie only the reported
earnings R, and Ry). In periodt=1 the executives can “manage” reported
earnings by choosing an amoult) that is added to earnings such that:

R]_: T1+ Ml. (l)
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The cost of “earnings management” is paid latgr@nodt=2, so that:

Ro=T2- K(My) (2)
whereK(M,) is the positive and increasing marginal costs ofing M; away
from 0 andK(0) = 0.

In this analysis we adopt a simplifying assumptiwet the discount rate is
equal to 0. The general meaning of equations (1) @) is that earnings
management in periockl towards increasing the net profit by 1 PLN reduces
net profit in periodt=2 by more than 1 PLN (in our model;Mhay be also
negative; in such case the reduction in profit ByLN in periodt=1 would be
followed by earnings increase in periz@ by less than 1 PLN).

We also assume that the company ceases to exstdtiodt=2 and
every relevant information is revealed at this time

It is important to note that manipulation of eaggrdoes not necessarily
have to occur at any profit level. In fact, manageare only about particular
values (which we call thresholds), because everyomeerned with the firm’s
performance behaves the same way. In our studyfoewes on two important
thresholds, i.e.:

* positive profit,
* recent performance.

Thresholds are important for several various rea¢Degeorge, Patel and
Zeckhauser, 2003). Some of them are psychologicadiure. First, a perception
of positive and non-positive value in human minéuisdamentally different. As
a result, there exists a solid division line betweschieving and failing to
achieve the value of earnings equal to zero. Secearthings management
across thresholds is relevant for the simplificatif managers relation with
shareholders and board of directors: the rewarddifims’ managers — both
employment decisions and compensation benefitsen afepend implicitly or
explicitly on the earnings for which executives aegponsible and which they
generate (Healy, 1985). Moreover, banks may sonastihave the policies to
grant loans only to firms that report positive éags, which also increases the
role and importance of positive earnings threshold.

A certain pattern of earnings over time conveys kdgrmation to the
markets about company’s financial situation and sitability. For example,
a report showing that earnings have been increatimigg the last 7 years is
a cheap and simple way of communicating that timopeance of the company
is systematically good.

Threshold effects may be meaningful even if only farticipants react to
them directly. For example, even if only banks calbeut thresholds, reaching
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certain level of earnings will have a positive effealso for other market
participants.

Our analysis is divided into the following 3 stages

1. First, we investigate the distribution of earnimgeund selected thresholds,
l.e. around the EPS = 0 (i.e. the positive prdifiteshold) and the EPS
growth equal to zero (i.e. the positive earningsagh threshold),

2. Second, we check whether there is a discontinunitthé EPS around the
thresholds. We apply the test of discontinuity imravariate distribution
proposed by Degeorge, Patel and Zeckhauser (2G0&y the statistia.
We examine the rank af at the threshold relative to the otheés as well
as its relative magnitude in order to assess whatiseontinuity can be
found at the analyzed threshold level.

3. Third, we control whether according to equation} d&hd (2) earnings
management causes predictable changes in the gaiinithe next period.
This way we can find out whether the companiesextts to practice EM
towards the increase of earnings, experience tbeedse of their earnings
in the following year.

In the next sections we describe the database wséhis study and
present empirical results.

3. Data sample

The dataset used in this investigation consistsleiailed information
from income statements from 359 companies listedtren Warsaw Stock
Exchange (WSE) in the period of years: 2000-2008.94lected two thresholds,
i.e. positive profit and recent performance on lthsis of annual and quarterly
reports.

The number of quarterly reports available was 7888 the number of
annual reports was 2726.

The source of all data is “Notoria” database.

4. Empirical results

Our analysis aims to explore the extent to whicbcekves can manage
earnings to attain two threshold levels describeova. We study the density
function for earnings near those thresholds. If ag@ns do indeed manage
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earnings to reach certain level of them, we sheujgect to observe “too few”
earnings reports directly below it and “too many”oa directly above it. We
should also expect a discontinuity in density a¢ flevel of investigated
thresholds.

4.1. Positive profit threshold

The first threshold which we consider is probaltlg tmost natural one,
i.e. the positive earnings. The analysis of thidipalar threshold level addresses
the most important question for shareholders, mamélether the company is
profitable at all.

Figure 1 presents the histogram of EPS for thestiulel “positive/zero
profits” for annual earnings. The distribution stsova considerable jump
between the value of -0,30 and zero, which ind&#tat the managers strongly
desire to be able to report positive earnings. Wdlae of 7-statistic (based on
the basic test for discontinuity) confirms thistpat. At EPS = 0 we obtain &
value of 9,8, which is the highest in the sampld aanfirms discontinuity at
that point.

Figure 2 presents the same distribution but forrtgugt EPS. The
findings for this frequency of data are very simila the results from annual
data. In this case, the distribution also showsrsiclerable jump between the
value of -0,07 and zero, so it appears that masagesngly desire to be able to
report positive earnings. The value ofratatistic (based on the same test as
before) at EPS = 0 is equal to 9,5. This, againficos a discontinuity at that
point.
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Figure 1. Histogram of annual EPS for the thresholdpositive/zero profits”
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Source: Own calculations.

Figure 2. Histogram of quarterly EPS for the threshdd “positive/zero profits”
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Summarizing, our results presented in this seqgbimvide evidence that
the zero value net profit may be treated as ahitdsor earnings management
among the Polish companies listed at the WSE.
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4.2. Positive profit growth threshold

We now turn to the analysis of the positive grouhineshold. Figure
3 presents results for annual EPS growth. The @hamgarnings, denoted as
AEPS,, is defined as annual EPS minus annual EPS framdoarters ago. In
Figure 3 we can observe a jump in distribution ,atd@vever it is not as strong
as in the case of the previously analyzed EPShbteslt is worth mentioning,
that in that case the jump is stronger at the lgaéle of -0,24. This pattern of
AEPS, distribution is, therefore, not so strongly cotesis with the view that
executives manage earnings in order to achievesar the comparable figures
relative to the results from four quarters agetést value is equal to 4,5).

Figure 3. Histogram of change in annual EPS for théhreshold of “positive growth”
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Figure 4. Histogram of change in quarterly EPS for lhe threshold of “positive growth”
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Figure 4 presents distribution of quarterly EPSwgho The change in
earnings, denoted @8EPS,, is defined as quarterly EPS minus quarterly EPS
from four quarters ago. Figure 4 also exhibits mpguin the distribution at 0.
However also in that case we can observe that p jondistribution at 0 is not
as high as in the case of the previously analyZe8 threshold. This pattern of
AEPS, distribution is, therefore, not so strongly cotesis with the view that
executives manage earnings in order to achieveeat the quarterly earnings
from a year ago. Nevertheless, the largest numbeormpanies in the interval
(0; 0,06); i.e directly above zero, may partly ¢onfthat at least some managers
treat theAEPS as a threshold.

In summary, the results presented above may bdadmed as evidence
that positive profit is the earnings managemergshold for Polish companies,
whereas the positive profit growth seems to betlineshold that is much less
visible. Similar evidence for the Polish marketgaets Wéjtowicz (2010).

It is worthwhile to note that our results partlypport the findings of
Degeorge, Patel and Zeckhauser (2005) for the URehaaccording to which
both the positive profit and the positive profibgith thresholds drive the EM
practices, however the thresholds are hierarclicatdered and the most
important objective of executives seems to be toegse positive profits
whereas the aim to achieve the results at leastl égquhose from four quarters
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ago is of secondary importance. Our study, hengsyiges evidence that the
behavior of Polish and American managers is sinmldinat respect.

4.3. The consequences of earnings management fotuie earnings

According to the model analyzed in equations (10l 48), earnings
management aiming to achieve thresholds in onedgevill affect next period’s
earnings. Thus, we now investigate whether follgwihe period with likely
EM, the earnings are changing according to anyigabte pattern.

As in Degeorge, Patel and Zeckhouser (2005) we imeanthe
performance of the firms suspected to practice Ed those that just achieved
the thresholds relative to the performance of firmisich just missed the
thresholds or easily surpassed them. We dividesfiamcordingly into five
groups: A, B, C, D and E, depending on their egynircach group has a range
defined as in Silverman (1986) and Scott (1992)jcwhs related to the
variability of the data and (negatively) relatedhie number of observations:

k =2-RK.f*® (3)
whereRK is the sample interquartile range of the variadole n is the
number of observations.
Therefore, we distinguish the following groups:
* Group A consisting of firms, which failed to meédtetthresholds, i.e.:
EPS < -k,
« Group B consisting of firms, which just failed tceet the thresholds, i.e.:
-k<EPS<Q
« Group C consisting of firms, which just met or eaded the thresholds, i.e.:
0<EPS<k.
e« Group D consisting of firms, which beat the thrddhoeasily, i.e.:
k<EPS <2k
* Group E consisting of firms which strongly surpassiee thresholds, i.e.:
EPS> 2k

Group C is likely to include a number of firms whidy executing
earnings management have increased their earnmgsrder to reach the
thresholds. The number of such firms in Group Duthbe, presumably, lower.

We denote the average performance of every group bgrresponding
lower-case letter and indicate the period by a &ufts1 or 2. By assumption,
the following relation should hold:
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e>d;>c,>b;>a;. (4)

Normally, we would expect some persistence in bio¢hEPS level and in
the change of earnings. Thus, in case EM does xisi, &ve would expect the
following: d, > ¢, > b,. The question is how might earnings managemestiaff
these inequalities? Earnings recorded by compamigeoup C are suspected of
upward manipulation. Hence, according to equat@®nc{ would move down
relative to bothd, andb,, so:d, - ¢, > ¢, - b,. If the earnings management is
substantial, we might even possibly obselwe> c,, i.e. lower performance in
period t=1 of those companies that just fell short of reaghihe threshold
would turn into better performance in peris@.

Table 1 presents the data regarding positive E®S flereshold and Table
2 depicts the results for positive earnings grathtbshold.

Table 1. Next year’s relative performance by groupsormed around the positive EPS
threshold

ag by C1 d; € a b, Co d; €

Mean: -9,35 -0,11 0,14 045 21,10 -552 -0,1¢ -0,08 0,38 8,36
Median:| -1,92 -0,10 0,14 0,45 2,13 -0,21 -0,00 0,12 0,43 1,69

Number] 384 145 360 237 1230 384 145 360 237 1230

Ci- b]_: 0,25 < d]_' C= 0,31 Cy- b2: 0,02 < dz' = 0,46

Source: Own calculations.

Table 2. Next year’s relative performance by groupgormed around the positive earnings
growth threshold

ay b, C1 d; € =7 b, Co d; €

Mean: | -30,90 -0,11 0,11 035 11,39 2,57 0,1¢ -0,17 0,11 -7,11
Median:| -1,66 -0,09 0,10 0,34 1,80 0,18 0,0C 0,00 0,08 -0,06

Numbe:| 706 237 254 134 657 706 237 254 134 657

Ci- b]_: 0,22 < dl_ C= 0,24 Cy- b2: -0,33 < d2' G = 0,28

Source: Own calculations.



148 Janusz Brzesisky Jerzy Gajdka, Tomasz Schabek

According to the results reported in Tables 1 andg@dup C with
companies just reaching the thresholds signifigantiderperforms the group
that missed the thresholds, which may be interdratethe confirmation of the
existence of earnings management practices withlisiP companies. In both
cases, i.e. the positive earnings and recent pegioce benchmarks; > d,, as
should be expected if heterogeneity in earningsveights regression towards
the mean effect. However, we are mostly interestethe relation between
group C and its neighbours, i.e. groups B and [hdih cases, > c,, which is
not surprising because firms from group D did lreitteperiodt=1. However,
also in both cases; - ¢, > ¢, - b,, which means that the relative performance of
group C is worse than that of groups B and D. Meeeoin case of positive
growth thresholdc; < b,. Firms that just exceed the threshold “positivewgh”
appear to“borrow” earnings from the next year's period, which conér
predictions of the model described by equationsa(i) (2).

5. Conclusions

Net profit conveys crucial information for finantenalysts, investors and
different groups of shareholders, who are stromyigrested in financial reports
of earnings when they monitor executives’ perforogarManagerial rewards are
often linked to earnings, which in turn createsrsirincentives for executives to
manage profits of their companies. The analysisgimed in this paper assesses
the importance of thresholds from the point of viefEM and the consequences
that these thresholds have for patterns of repctedings. Our study shows
how efforts to exceed thresholds induce particpkitern of EM among Polish
companies listed on the Warsaw Stock Exchange. dingirical findings
presented in this paper provide clear supportHerexistence of EM practices
driven by the desire to report positive profits amehker support for the desire
to sustain recent performance. We observe disadgtiéa in the earnings
distributions, which indicates the existence ofesiold-based EM effects.
It seems, however, that the threshold of positigeni@gs is more important
which provides evidence that the activity of Pollmhnagers in the area of EM
resembles the behavior of American executives. & fand evidence that the
future performance of firms just reaching the thodds appears worse than
those companies that are suspected to a smalleeedég engage in the EM
practices.

Our findings may have important implications fondncial analysts,
investors and boards of directors in Poland. Thatiomship revealed in this
study for the Polish market may help to predicechion of change in future
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earnings and also to control whether the managewieatcompany executes
earnings management practices. Explorations ohdurtonnection between
earnings and stock prices may be useful in creatingstment strategies based
on the findings from this study, which opens up repace for more research in
this area. The results of our analysis confirm dlsd, similarly to developed

markets, the phenomenon of earnings managemert$ exrong the companies
listed on the stock market in Poland.
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Streszczenie

ZARZ ADZANIE ZYSKIEM W POLSKICH SPOLKACH GIELDOWYCH

W artykule zaprezentowano rezultaty analizy zjaavskanego jako ,zardzanie
zyskami”, wirdd spotek z polskiego rynku kapitatowego. Przeiznalano rozkiad zysku
na akcg wokot progu ,zero” oraz progu wyznaczonego w oparge wartaici zysku na
akcjp z okresu przesztego w okresie 1997-2010. Wynildafia potwierdzity
wyskpowanie asymetrii rozktadu zysku na akeyokét progu ,zero” oraz spadek
zyskéw w latach nagiujgcych po ,zarzdzaniu zyskiem” co wskazuje na vepstwanie
analizowanego zjawiska na polskim rynku kapitatowym



