
Quarterly Earnings Management
Le Ma, Demetris Christodoulou and Andrey Vasnev

The University of Sydney Business School, Australia

Analysis Conclusions

Introduction

Objective

Hypothesis

• Growing evidence suggests that managers adopt

both accruals management and real activities

management in order to meet key earnings targets.

• Distorted accounting and strategic undertakings of

business transactions compromise current

earnings’ quality in reflecting the true set of

business opportunities available to the firm and

make it a poor indicator of future earnings.

• Even though earnings quality is determined by the

timing of business operations on a quarterly basis,

the majority of prior research on earnings

management has focused its analysis on the

aggregate annual performance.

This research investigates the quarterly patterns in the

timing of accruals and real activities management

engaged by US firms with the ultimate aim of meeting

and beating analysts’ quarterly earnings forecasts.
• Suspect firm-quarters are identified if its actual EPS just meet or beat the analysts’ forecasts

consensus by one cent.

• The model is specified as:

dummy variable for 

interim/final quarters
firm and year 

fixed effects

Results

• Income-increasing accruals management,

particularly through working capital accruals, is most

significant in the interim quarters while no

manipulations is found in the last quarter.

• A stronger effect of working capital accruals

management to inflate interim earnings is found in

the pre-SOX period.

• Real activities management via cutting R&D and

SG&A expenditures in the final quarter are most

noticeable among observations with high R&D- and

SG&A-intensity.

• The practice of sales discounts and overproduction

before the year-end is more prevalent in the post-

SOX period.

• Results are robust to different analysts’ forecast

measures, instrumental variables estimators,

controlling for accruals impact on real activities

management and zero-inflations.

• Overall, US firms are timing the manipulations of

accruals in the interim quarters and the underlying

business transactions in the last quarter to meet

analysts’ earnings forecasts.

• Understanding managers’ choices between accruals

and real activities management at different times of a

year help investors assess varied quality of reported

periodic earnings.

• As firms’ R&D and SG&A expenditures closely

represent investments in production, technologies,

marketing and organisational capital, the business

practice of reducing these expenditure to gain short-

term financial benefit requires serious attention from

regulators and policy makers.

Sample and Data

Sample: Nonregulated and nonfinancial firms with

available data, listed on NYSE, NASDAQ and AMEX

during 1988-2013.

Data: Compustat North American Fundamentals

Quarterly File and I/B/E/S.

𝒀𝒊𝒕 = 𝜶𝟎 + 𝜷𝟎𝑫𝒇𝒊𝒏𝒂𝒍 + 𝜷𝟏𝑫𝒊𝒏𝒕𝒆𝒓𝒊𝒎𝑺𝒊𝒕 + 𝜷𝟐𝑫𝒇𝒊𝒏𝒂𝒍𝑺𝒊𝒕 + 𝒄𝒐𝒏𝒕𝒓𝒐𝒍 𝒗𝒂𝒓𝒊𝒂𝒃𝒍𝒆𝒔 + 𝝁𝒊 + 𝝉𝒕 + 𝝐𝒊𝒕

dummy variable for 

suspect firm-quarters

• 𝑌𝑖𝑡 is 𝐴𝐶𝐶𝑖𝑡, 𝑊𝐶𝐴𝐶𝐶𝑖𝑡, 𝑅&𝐷𝑖𝑡, 𝑆𝐺&𝐴𝑖𝑡 or 𝑃𝑅𝑂𝐷𝑖𝑡 respectively in five separate regression

analysis, representing quarterly total operating accruals, working capital accruals, R&D

expense, SG&A expense or production cost of firm 𝑖 recorded in quarter 𝑡 scaled by total

assets at the beginning of the quarter.

Q1 Q2 Q3 Q4

Accruals Management

(total accruals, working capital accruals)

Real Activities Management

(R&D and SG&A reductions, sales discounts and overproduction)

Quarters

• Discretion allowed by integral approach

• Cheaper than altering normal business practice

• Abnormal accounting easy to detect in year-end audit
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