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PUBLICATION RULES

AL Publishes, both in Arabic and English, reseach, studies, articles, book reviews,
reports, translations, case studies, ALEDARI also publishes, abstracts of master and
doctoral dissertations on topics related to Sultanate of Oman, Publishing is based on

the following conditions :

* The work submitted should be closely related to administrative development
and falls in one or more of the following areas: Public Administration, Business
Administration, Economics, Finance, Administrative Law, Accounting, Library
and Documentation, and Management Informaion System. Priority is accorded to

applied research related to Omani, Gulf and Arab environment respectively.

* The work submitted should be original, and has not been published before or
submitted for publication to any other journal. the writer should undertake not to

submit the work to other journals if he/she receives approval for Publication.

* The number of pages, including references and appendices, should be within the
limit of 30 Pages, size A4 and 30-Lines a page for research and articles, and 8 pages

as maximum limit for other materials.

* The work submitted should be typewriten, reviewed and checked of language
and typing mistakes, and attached with list of references, basic appendices,
questionnaires for filed studies and a recent C.V. Submitted work must be typed
by QuarkXPress (Macintosh) or Windows Microsoft Word and presented in CD.

* The work submitted will be assessed and writers will be notified of the result
of assessment including assessors remarks and changes required. The Editorial
Board reserves the right to introduce necessary changes in the work submitted for

publication.

* The Institute has the right to reserves the materials submitted, whether published

or not.

*  Writers of published research, studies and articles receive a nominal reward, two
copies of the issue of publication as well as ten copies of their published materials.
Writers of reports, book reviews and case studies receive one copy of the issue of

publication.
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The Phenomenon of Earnings Management, Incentives,
Detection, and Reaction: The Case Study of Amman

Stock Exchange

Dr. Mohammed Ibrahim Obeidat
Dr. Mohammed Abdullah Al Momani
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financial analysts. When effective financial analysts are available, investors and stock-
holders can depend on their comments and advices.

The last conclusion of the current study is that investors and stockholders in Am-
man Stock Exchange tend to change their decisions as soon as they detect that there
are some practices of earnings management phenomenon, or immediately when they
be informed that these practices are available in the financial statements of the issuer.
In other words, most expected buyers of stocks will not buy, expected sellers of stock
will not sell, and those who hold stocks may dispose these stocks, because they have
a knowledge of earnings managements practices.
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agers of listed firms in Amman Stock Exchange to manage earnings. The study finds
that managers of these firms may announce higher earnings than actual to be more
likely to insure contract renewal and to get higher salaries and more promotions. This
conclusion seems logical, because some managers of listed firms attempt to achieve
their behalves.

The study finds that investors and stockholders believe that income tax reduction is
an actual incentive to managers of listed firms in Amman Stock Exchange that encour-
age them to manage earnings. Because income tax expense seems material to man-
agers of firms in different industries of Jordan, many managers find that announcing
lower earnings will lead to paying lower income tax expense. As a result of announcing
lower income tax expense, net income of the firm will announced higher than its actual.

The study also finds that investors and stockholders perceive that influencing the
stock market price encourage some managers of listed firms in Amman stock exchange
to announce higher income that its actual. Investors and stockholders perceive that a
positive relationship exists between the announced amount of earnings and the com-
mon stock market price. They believe that common stock market prices are affected
by the amount of announced earnings. Therefore, some managers do not hesitate an-
nouncing higher income in the financial statements, just to maintain the current stock
market price or to influence this price.

Regarding the avoidance of potential pressure that may be practiced by labor unions
in Jordan, investors and stockholders believe that some managers of listed firms in
Amman Stock Exchange announce lower earnings just to avoid this type of pressure.
These managers find that announcing high actual income will justify salaries raises and
improving the work environment. Therefore, labor unions will start their pressures on
firms to raise employees’ salaries. In other words, when labor unions pressure avoid-
ance is the incentive to managers to manage earnings, these managers announce
lower income than its actual, therefore, they do not grant the required justifications to
labor unions.

The current study also finds that investors and stockholders in Amman Stock Ex-
change have no enough ability to detect the practices of earnings management. As a
result, acquiring this ability by investors and stockholders is necessary, because they
will be more able to protect themselves from any potential undesirable effects of earn-
ings management practices. In occasion, the ability to detect the practices of earnings
management can be acquired through more training programs in financial statement
analysis. Moreover, investors and stockholders can overcome their inabilities through
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Table (17)

Coefficient of Correlation among Demographic and Basis Variables

Stock Mar- Labor Union Ability of

Contracting Income Tax ket Price  Pressure  Detection Reaction
Gender 0.222 -0115 -.043 0.136 0.293 -0.05
Age -.046 0.202 0.448 0.337 -0.065 0.011
Levelof 445 -.091 0.027 0109  -0.198 0.044
Education
Yearexpes g 43 -.089 0.130 0.245 -0.154 -0.143
rrence

Table (18) shows the results of using simple linear regression to examine whether
demographic variables affect the basic variables. The table shows t-vales that express
this effect. Based on information appears in this table, there is a significant effect of
gender on the perception of contracting, pressure of labor unions, and ability to detect
the practices of earnings management. Regarding the demographic variable of age, it
has a significant effect on the perception income tax, stock market price, and the pres-
sure of labor unions as incentives to practicing earnings management by investors and
stockholders. In addition, level of education has a significant effect on detecting the
practices of earnings management, while no significant effect of year-experience on
any of the basic variables.

Table (18)
T-Values of the Effect of Demographic on Basic Variables

. Income Stock Market Labor Union Ability of .
Contracting . . Reaction
Tax Price Pressure Detection

Gender 2.862 -1.318 -0.023 2.440 3.747 -0.741

Age -0.298 2.468 6.475 4.038 -.026 0.415

Levelof 5426  -1.065 0.851 -1.114 3185  0.448
Education

VR SRR | 1.74 -1.114 2.623 2084  -1.817

rience

Based on the results of hypotheses testing that accomplished in section 6, the study
concludes different things. The first conclusion of the study is that investors and stock-
holders perceive that contracting and its related issues are actual incentives to man-
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Table (16) shows t-value, level of significance, and some of the other related sta-
tistics. As the table shows, t-value of the whole group of items equals 5.852, and the
level of significance equals 0.000. When the computed t-value is compared with the
tabulated one, which equals 1.96, it is apparent that the computed one is higher than
the tabulated one. In addition, the comparison between the computed and the predeter-
mined levels of significance reveals that the computed one is lower than the predeter-
mined, which equals 0.05. Because the computed t-value is higher than the tabulated
one, and because the computed level of significance is lower than the predetermined,
the null hypothesis is rejected, and the alternative one is accepted. In other words, the
statistical test reveals that investors and stockholders in Amman Stock Exchange tend
to change their decisions whenever they have a knowledge that the financial state-
ments of a particular firm or group of firms are subject to some practices of earnings
manipulation phenomenon. Therefore, the numerical form of the accepted hypothesis
is as follows:

Ho,: p>3
Table No. (16)
Statistics to test the fifth hypothesis

Test Value = 3
- DF Sig. Mean Differ- 99% Confidence Interval of the Difference
(2-tailed) ence Lower Upper
5.823 152 0.000 0.39052 0.2580 0.5230

5.8 Additional Analysis:

Table (17) shows the coefficient of correlation between each demographic variable
and each basic variable involved in the study. Based on data appears in this table, a
significant correlation exists between age and investors and stockholders’ perception
of stock market price as an incentive that promotes managers to manage earnings.
Moreover, a significant correlation exists between age of investors and stockholders
and their perception to the pressure of labor unions as an incentive that encourages
managers to practice the phenomenon of earnings management. No other significant
correlation is available between each of the other demographic and other basic vari-
ables.
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Table (15)
The most important statistics of the related items to the sixth hypothesis
Item Mean StDe- 1 y\iiue
viation

When | discover that the financial statements of a
particular firm are subject to the phenomenon of
earnings management, | do not avoid the purchase
of its stocks.

27778 1.215 -2.262

When | need to purchase stocks, | do not care
2. whether the fmanmgl statement.s of the issuer of 32026 1.349 1857
these stocks are subject to earnings management

or not.

When | detect or be informed that the financial
statements of the issuer company of the stocks
that | am holding, | do not sell all or a part of these
stocks.

3.8105 1.239 8.088

I may purchase more of a firm’s stocks in spite
4. of that | know tha.t the financial statements c_>f the 41830 1120 13.058
issuer were subject to some forms of earnings

management.

When | informed that the phenomenon of earnings
management is available in the financial state-
5. ments of a particular firm, | do not avoid purchas- 3.7908 1.244  7.862
ing more of these stocks in addition to what | am
holding.

| believe that investors and stockholders do not
6. tend to change their decisions whenever they in- 3.3072 1.001 3.793
formed with the practice of earnings management.

| think that most investors take no reaction when

they informed that the issuing firms of stocks they

hold are subject to the practices of earnings man-
agement.

3.4052 1.143  4.382

| believe that investors and stockholders do not
8. tend to change their decisions whenever they in- 4.392  1.038 12.384
formed with the practice of earnings management.
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Table No. (14)
Statistics to test the fifth hypothesis

Test Value = 3
. DF Sig. Mean Differ- 99% Confidence Interval of the Difference
(2-tailed) ence Lower Upper
-1.177 152 0.241 -0.11111 -0.2976 0.0753

5. 7 Testing the Sixth Hypothesis:

Ho,: Investors and stockholders of listed firms in Amman Stock Exchange have no
enough ability to detect the practices of earnings management.

Based on the ordinal scale, the mean of the available options equals 3. Therefore,
the mathematical expression of the null hypothesis is as follows:

HO u=<3

A group of 8 items is used to measure whether investors tend to change their deci-
sions, or not, when they detect, or be informed, with the practice of earnings manage-
ment phenomenon. Table (15) shows these items in addition to their related statistics.
The mean of the most items included in this group is high. The highest mean equals
4.392, and belongs to item number 8. This item states that investors and stockholders
do not tend to change their decisions whenever they informed with the practice of earn-
ings management. The lowest mean equals 2.7778, and belongs to the first item in the
group. This item states that when a respondent discovers that the financial statements
of a particular firm are subject to the phenomenon of earnings management, he/she
does not avoid the purchase these stocks. Regarding the standard deviation, the low-
est one equals 1.001, and belongs to item number 6, whereas the highest one equals
1.349, and belongs to the second item. Except items 1, and 2, t-value is high for other
included items in this group.
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Table (13)

The most important statistics of the related items to the fifth hypothesis

ltem

| often compute the ratio of sales during the last
quarter to the total sales during the accounting.

| usually attempt to determine whether the an-

2. nounced amount of inventory in firms that | am
interested with, is reasonable, or unreasonable.
| usually take action to compare between the
3. amount of accounts receivables and sales in firms
that | am interested with their statements.
| usually compare between net income and net
4. cash flows to be more certain that the amount of
announced net income is reliable.
5 | often take care of the value of accounts receiv-
’ able in order to be sure that it is reasonable.
6 | usually consider the audit report carefully before
’ | decide to buy, sell, or keep my stocks.
| often attempt to find the amount of discretionary
7 accruals in order to be more certain that there is no
*  practices of earnings management over the finan-
cial statement of firms | am interested with.
8 | often compare between income from continuous
’ operations and income from other transactions.
In most cases, | take care of large unexpected
9. write-offs or write downs of assets of firms | am
interested with..
When there is a change from one accounting
10.  procedure to another, | consider how the issuer
justified this change.
Ho.: u >3
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Mean

2.9882

2.6601

2.7647

3.0196

3.0261

3.2680

2.9281

3.0719

3.0784

2.8889

St. Devia-

tion

1.035

1.257

1.212

1.378

1.202

1.414

1.283

1.405

1.374

1.167

T. Value

-0.141

-3.343

-2.400

0.176

0.269

2.344

-0.693

0.633

0.706

-1.177
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Table No. (12)
Statistics to test the fifth hypothesis

Test Value = 3
- DF Sig. Mean Differ- 99% Confidence Interval of the Difference
(2-tailed) ence Lower Upper
2.296 152 0.023 0.16558 0.0231 0.3080

5. 6 Testing the Fifth Hypothesis

Ho,: Investors and stockholders of listed firms in Amman Stock Exchange have no
enough ability to detect the practices of earnings management.

Based on the ordinal scale, the mean of the available options equals 3. Therefore,
the mathematical expression of the null hypothesis is as follows:

Ho,u=<3

A group consists of 10 items is used to gather the required data for the measure-
ment of this hypothesis. Table (13) shows these items, in addition to the most important
related statistics. Considering the table, it is apparent that the mean of some items
within the group is high, while it is law for others. The highest mean in this group equals
3.2680, and belongs to item number 6, which states that an investor or stockholder
usually considers the audit report carefully before he/she decides to buy, sell, or keep
his/her stocks. In contrast, the lowest mean equals 2.6601, and belongs to item number
2, which states that an investor or stockholder usually attempts to determine whether
the announced amount of inventory in firms that he/she is interested with, is reason-
able, or unreasonable. Regarding t-value, the highest one belongs to item number 6,
while the lowest belongs to item number 2.

Table (14) shows t-value, level of significance, and the other related statistics. As the
table shows, t-value of the entire group of items equals -1,177, and the level of significance
equals 0.241. When the computed t-value is compared with the tabulated one, which
equals 1.96, it is apparent that the computed one is lower than the tabulated. In addition,
the comparison between the computed and the predetermined levels of significance re-
veals that the computed one is higher than the predetermined, which equals 0.05. Because
the computed t-value is lower than the tabulated, and because the computed level of sig-
nificance is higher than the predetermined, the null hypothesis is accepted. Therefore, the
alternative hypothesis is accepted. In other words, the statistical test reveals that investors
and stockholders have no enough ability to detect the practices of earnings management.
Therefore, the numerical accepted form of the hypothesis is as follows:
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Table (11)

The most important statistics of the related items to the second hypothesis

—_

6.

Item

Some firms may announce lower than
actual earnings to avoid any possible pressure
that may be exercised by labor unions for
increasing salaries of employees.

Some firms may announce lower income just to
avoid any possible pressure by labor unions for
improving the work environment.

| think that many firms announce lower
income to avoid any possible pressure that
can be exercised by labor unions for the issuance
of new promotions and rewards.

The managements of many firms believe that an-
nouncing lower income is the best policy to avoid
the pressure of labor unions.

Some management of firms believes that in order
to improve the circumstances of employees,
labor unions can be avoided by announcing lower
amounts of earnings.

Managements of several firms believe that the
Jordanian Labor Unions own a strong authority,
specifically on the managements of listed firms.

09N g AZILT ) Aod | 2 VYo soall

Mean

2.7320

3.3987

3.2876

2.4902

3.3072

3.7778

St. Devia-

tion

1.332

1.274

1.254

1.192

1.210

1.263

T. Value

-2.487

3.871

2.835

-5.287

3.140

7.618

Table (12) shows t-value, level of significance, and the other related statistics. As the
table shows, t-value of the whole group of items equals 2.296, and the level of signifi-
cance equals 0.023. When the computed t-value is compared with the tabulated one,
which equals 1.96, it is apparent that the computed one is higher than the tabulated.
Moreover, the comparison between the computed and the predetermined levels of sig-
nificance reveals that the computed one is lower than the predetermined, which equals
0.05. Because the computed t-value is higher than the tabulated, and because the com-
puted level of significance is lower than the predetermined, the null hypothesis is re-
jected, and the alternative one is accepted. In other words, the statistical test reveals that
avoiding the potential pressure of Jordanian Labor Unions is an actual incentive to man-
agers of listed firms in Amman Stock Exchange to practice the phenomenon of earnings
management. Therefore, the numerical form of the accepted hypothesis is as follows:

Ho,. u>3
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Table No. (10)

Statistics to test the second hypothesis

Test Value = 3
- DF Sig. Mean Differ- 99% Confidence Interval of the Difference
(2-tailed) ence Lower Upper
5.887 152 0.000 0.492651 0.3273 0.6580

5. 5 Testing the Fourth Hypothesis:

Ho,: Investors and stockholders do not perceive that some managers of listed firms
in Amman Stock Exchange may announce lower earnings to avoid the possible pres-
sures of labor unions. .

Based on the ordinal scale, the mean of the available options to each item equals
3. Therefore, the hypothesis in its null form, is mathematically expressed as follows:

Ho,u<3

A group consists of 6 items is used to gather the required data to measure this hy-
pothesis. Table (11) shows these items, in addition to the most important related statis-
tics. Considering the table, it is apparent that the mean of some items within the group
is high, while it is law for others. The highest mean in this group equals 3.7778, and
belong to item number 6, which states that managements of several firms believe that
the Jordanian Labor Unions own a strong authority, specifically on the managements
of listed firms. In contrast, the lowest mean equals 2.4902, and belongs to item number
4, which states that managements of many firms believe that announcing lower income
is the best policy to avoid the pressure of labor unions. Regarding t-value, the highest
one belongs to item number 6, while the lowest belongs to item number 4.
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addition, when the computed level of significance is compared with the predetermined
one, which equals 0.05, it is apparent that the predetermined one is lower. Because
the computed t-value is higher than the tabulated, and because the computed level of
significance is lower than the predetermined, the null hypothesis is rejected, and the
alternative one is accepted. In other words, the statistical test reveals that the desire
to increase stock market prices encourages managers of listed firms in Amman Stock
Exchange to practice the phenomenon of earnings management. Therefore, the nu-
merical form of the accepted hypothesis is as follows:

Ho,: u>3
Table (9)
The most important statistics of the related items to the second hypothesis
Item Mean StDevia- 7y e
tion

1 | think that when a company declares higher amount

, ) . o 3.9020 1.0M11 11.029
of income, its common stock market price will increase.

> Declaring lower amounts of income leads to lower

. 3.9020 0.944 11.815
common stock market prices.

3 | think that a positive relationship exists between

: . 3.7778 1.204  7.989
amounts of income and common stock market prices.

4 | believe that the first priority of most firms is to

; . . 3.5490 1.337 5.078
improve its common stock market prices.

5 A common stock market price is one indicator for

the healthy of a particular firm. S | e | 2B

| think that most stockholders expect that stock price
will increase after the declaration of good profits.

| believe that most stockholders expect that the
7. common stock market price of a particular firm will 3.2614 1.413  2.288
decline after its announcement of low income.

3.2157 1.347  1.980

8 | think that several firms attempt to avoid any declaration

of losses to protect its common stock market prices. S| et | G
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follows:
Ho,: u>3
Table No. (8)
Statistics to test the second hypothesis
Test Value = 3
— | 5 Sig. Mean Differ- 99% Confidence Interval of the Difference
(2-tailed) ence Lower Upper
6.519 152 0.000 0.43428 0.3027 0.5659

5. 4 Testing the Third Hypothesis:

Ho,: Investors and stockholders do not perceive that increasing stock market prices
encourages managers of listed firms in Amman Stock Exchange to practice the phe-
nomenon of earnings management.

Because the mean of ordinal available options equals 3, the hypothesis in its null
form, is mathematically expressed as follows:

Ho, u<3

A group consists of 8 items is used to gather the required data to measure whether
increasing the stock market price is an incentive to managers of listed firms in Amman
Stock Exchange to manage earnings. Table (9) shows these items, in addition to the
most important related statistics. Considering the table, it shows that most items have a
mean of higher than 3 and less than 4. Moreover, the standard deviation seems some-
what high for some of these items. The means of items 1 and 2 are equal, so it equals
3.9020 for the two items. Iltem number 1, states that when a company declares higher
amount of income, its common stock market price will increase, while item number 2
states that declaring lower amounts of income leads to lower common stock market
prices. In contrast, the lowest mean equals 3.0131, and belongs to item number 8,
which states that several firms attempt to avoid any declaration of losses to protect its
common stock market prices. Regarding t-value, the highest one belongs to item num-
ber 2, and equals 11.029, while the lowest one belongs to item number 8, and equals
0.109.

Table (10) shows t-value, level of significance, and some of the other related sta-
tistics. As the table shows, t-value of the whole group of items equals 5.887, and the
level of significance equals 0.001. When the computed t-value is compared with the
tabulated one, which equals 1.96, it is apparent that the computed one is higher. In
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Table (7)

The most important statistics of the related items to the second hypothesis

Item Mean St. De- T. Value
viation

Managers of listed firms in Amman Stock Ex-
1. change are highly interested with the amount of 3.5621  1.081 6.431
income tax expense.

2 Reducing income tax expense encourages some of

) . . 3.1699 0.965 2.178
listed firms to announce lower amount of income.

3 Some managers may overstate the actual expens-

: . 3.0980 1.068 1.135
es just to pay lower amounts of income tax.

| think that managements of listed firms use all
4. available accounting methods that lead to lower 2.5686 0.951 -5.609
income tax expense.

Managers of firms believe that income tax rates in
5. Jordan is high, therefore, they attempt to reduce 3.3595 1.195  3.719
income tax expense.

In addition to income tax, listed firms in Amman

Stock Exchange are subject to other types of taxes. SEEg | 1R | e

There are no reasonable tax-exempts and tax

reductions granted to firms in Jordan. SEED | UEHE | 4288

8 The amount of income tax expense in Jordan is

proportional to the amount of income before tax. SEATL | LD ke

When income tax is undesirable, managers of
9. these firms attempt to influence these amounts in 4.0392 1.075 11.954
order to reduce the amounts of taxes.

Table (8) shows t-value, level of significance, and some of the other related sta-
tistics. As the table shows, t-value of the whole group of items equals 6.519, and the
level of significance equals 0.000. When the computed t-value is compared with the
tabulated one, which equals 1.96, it is clear that the computed one is higher than the
tabulated. In addition, when the computed level of significance is compared with the
predetermined, which equals 0.05, it is clear that the predetermined one is lower. Be-
cause the computed t-value is higher than the tabulated one, and because the com-
puted level of significance is lower than the predetermined one, the null hypothesis is
rejected, and the alternative one is accepted. In other words, the statistical test reveals
that tax reduction is an incentive to managers of listed firms in Amman Stock Exchange
to manage earnings. Therefore, the numerical form of the accepted hypothesis is as

30



i
AYONY ooy - BVEYY Liay ‘d]z!! 095 g AT 2l 1 Yo sckall

Table No. (6)
Statistics to test the first hypothesis

Test Value = 3
- DF Sig. Mean Differ- 99% Confidence Interval of the Difference
(2-tailed) ence Lower Upper
9.371 152 0.000 0.52614 0.4152 0.6371

5. 3 Testing the Second Hypothesis:

Ho,: Investors and stockholders do not perceive that income tax reduction promotes
managers of firms in Amman Stock Exchange to Practice the Phenomenon of earnings
management.

Because the mean of ordinal available options equals 3, the hypothesis in its null
form, is mathematically expressed as follows:

Ho,: u<3

Regarding this hypothesis, 9 items are used to gather the required data. Table (7)
shows these items in addition to the most important related statistics. Except the mean
of item number 4, all other items have a higher mean than 3. The standard deviation is
somewhat low for all included items in this group. Except items 3 and 4, all others have
a t-value than the tabulated one. The highest mean in this group equals 4.0392, and
belong to item number 9, which states that when income tax is undesirable, manag-
ers of these firms attempt to influence these amounts in order to reduce the amounts
of taxes. In contrast, the lowest mean equals 2.5686, and belongs to item number 4,
which states that managements of listed firms use all available accounting methods
that lead to lower amounts of income taxes. Regarding t-value, the highest one belongs
to item number 9, and equals 11.954, while the lowest one belongs to item number 4,
and equals -5.609
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Table (5)

The most important statistics of the related items to the first hypothesis

10.

11.

12.

Item

| think that managers of firms may announce
higher income than the actual in order to receive
more rewards.

When managers of firms have the desire to own
more stocks, they may announce higher earnings.

Management’s desire to increase their wealth
is one incentive for announcing higher than the
actual income.

Several managers may overstate the actual in-
come just to insure the renewal of their contracts.

When managers are looking for a raise in their
salaries, they may announce higher income than
the actual.

Managers may overstate the actual income of their
companies for maintaining their positions.

When managers plan to be shared with the firm’s
profits, they may announce higher income than the
actual.

Some managers may announce higher income
when they are looking for improvements in their
current contracts.

Managers may announce lower expenses to influ-
ence earnings when they have financial incentives.

Managers of firms may announce higher earnings
because they have a desire to continue in their
current positions.

Managers of firms may declare higher amounts of
earnings because they need to achieve a raise in
their salaries.

When managers receive a proportion of profits,
they declare higher income when the current in-
come is unreasonable.
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Mean

3.4967

3.2353

3.5752

3.4052

3.7124

3.3660

3.6340

3.5163

3.2745

3.5948

3.5948

3.9085

St. De-

viation

1.020

1.080

1.086

1.015

1.239

1.218

1.190

1.094

0.961

1.094

1.078

1.268

T. Value

6.022

2.693

6.549

4.934

7.112

3.717

6.586

5.833

3.5632

6.820

7.242

8.856
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Table (6) shows t-value, level of significance, and some other related statistics. As
the table reveals, t-value of the entire group of items as a whole equals 9.371, and the
level of significance equals 0.000. When the computed t-value is compared with the
tabulated one, which equals 1.96, it is apparent that the computed one is higher. In
addition, when the computed level of significance is compared with the predetermined
one ( ), which equals 0.05 (1-0.95), it is apparent that the predetermined one is lower.
Because the computed t-value is higher than the tabulated, and because the computed
level of significance is lower than the predetermined, the null hypothesis is rejected,
and the alternative one is accepted. In other words, the statistical test reveals that con-
tracting and other related benefits is an incentive to managers of listed firms in Amman
Stock Exchange to manage earnings. Therefore, the numerical form of the accepted
hypothesis is as follows:

Ho.:pu>3
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Table number (4) shows the data regarding the respondents year-experience. Based
on this table the interval of (11-15) year-experience includes the highest ratio of respon-
dents, while the interval of (21-25) has the lowest. Considering the table carefully, it is
apparent that about 76.5 percent of respondents have more than 10 year-experience
in trading securities. This high ratio of time length in experience also supports the cur-
rent study with more credibility, because respondents of longer experience have higher
ability to provide credible answers for the items included in the questionnaire.

Table No. (4)

Years of experience number of respondents

No. of years in experience Number Ratio Cumulative ratio
(5 years and less) 10 6.5% 6.5%

(6 to 10) 16 10.5% 17%
(11 to 15) 40 26.1% 43.1%
(16 to 20) 71 46.4% 89.5%
(21 to 25) 11 7.2% 96.7%

(26 and more) 5 3.3% 100%

Total 153 100%

5. 2 Testing the first hypothesis:

Ho,: Investors and stockholders do not perceive that contracting and other related
issues promote managers of firms in Amman Stock Exchange to practice the phenom-
enon of earnings management.

Because the mean of ordinal available options equals 3, the first hypothesis is ex-
pressed mathematically to be as follows:

Ho:u<3

Regarding this hypothesis, a group consists of 12 items is used to gather the re-
quired data. Table (5) shows these items, in addition to the most important related
statistics. The table reveals that the mean of all items is higher than 3 and the standard
deviation is somewhat low for all items included in this group. Regarding t-vale of the
items, itis higher than 2 and less than 9. The highest mean in this group equals 3.9085,
and belongs to item number 12, which states that when managers receive a proportion
of profits, they may declare higher income if the actual amount of this income is low. In
contrast, the lowest mean equals 3.2353, and belongs to item number 2, which states
that when managers of firms have the desire to own more stocks, they may announce
higher earnings. Regarding t-value, the highest one belongs to item number 12, and
equals 8.856, while the lowest one belongs to item number 2, and equals 2.693.
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The age of respondents is one important demographic factor. As table number (2)
reveals, most respondents belong to the age interval of (46-55 years). Specifically, 49
percent of respondents are within this interval of age. The age interval (36-45) comes
next at a ratio of 20.9 percent. The lowest respondents are those who are at 66 years
or more, where the ratio of respondents in this interval is just 3.3 percent. These ratios
reflect the physical nature of a human being. The profession of investments needs
more moves and visits, especially to the location of trading securities, where informa-
tion regarding all listed companies is available there.

Table number (3) shows data regarding the respondent’s level of education. As
the table reveals, 56.2 percent of respondents have the bachelor degree, while just 5
respondents hold the PhD. The most important issue is that just 9.8 percent of respon-
dents have lower than general secondary school. Considering the column of cumula-
tive percentage, more than two third of respondents have, in minimum, the bachelor
degree. These ratios support the credibility of the current study, because higher edu-
cated people are more able to understand the items of the research instrument. More-
over, this ratio reflects the importance of education to people in Jordan, where most
individuals are highly educated.

Table No. (2)
The Age of Respondents
Years interval Number Percent Cumulative Percent
25 or less 10 6.5% 6.5%
26 to 35 21 13.7% 20.3%
36 to 45 32 20.9% 41.2%
46 to 55 75 38.8% 90.2%
56 to 65 10 6.5% 96.7%
66 and more 5 3.3% 100%
Total 153 100%
Table No. (3)
Respondents’ Level of Education
Level of Education Number Percent Cumulative Percent
Under Secondary School 15 9.8% 9.8%
Secondary School 36 22.5% 33.3%
Bachelor Degree 86 56.2% 89.5%
Master Degree 11 7.2% 96.7%
Doctorate Degree 5 3.3% 100%
Total 153 100%
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the practices of earnings management, and consists of 10 items. The last section is
concerned with stockholders’ reactions and responses toward the practice of earnings
management, and consists of 8 items.

A total of 170 questionnaires were self-administered to respondents. As a result,
159 questionnaires were received-back from respondents, among these; six were ex-
cluded because of a consistency in these responses or shortage of answers. There-
fore, 153 questionnaires were found in a usable form.

Using the ordinal scale to examine the incentives of earnings management, t-test
is used to test the hypotheses at 95 percent level of confidence or (0.05) level of signifi-
cance. Therefore, the decision criterion for accepting or rejecting the hypotheses is to
accept the null hypothesis when the computed t-value is lower than the tabulated one,
and to reject it when the computed t-value is higher than the tabulated one. To be more
certain that the acceptance/rejection decision is correct, a comparison between the
level of significance and the predetermined one ( = 0.05) is used. Based on this deci-
sion criterion, the null hypothesis is accepted when the computed level of significance
is higher than the value of; while it is rejected when the level of significance is lower
that. In occasion, comparing between the computed and the tabulated t-values, and
between the level of significance and, are two equivalents methods, leading to same
conclusions.

5. Results:
5.1 The Descriptive Statistics:

Table number (1) provides information regarding the gender of respondents.
The table reveals that most respondents were male investors. The table shows that the
ratio of males to the total number of respondents is 79.1 percent. Therefore, the ratio
of females is 20.9. This ratio reflects the some aspects of social values. The male/fe-
male ratio appears reasonable, because, as of other Arab countries, females prefer the
practice of other professions, so investment, especially in securities, is not too much
attractive to the nature of females in Arab countries.

Table Number (1)

The Gender of Respondents

Gender Number percent Cumulative percent
Male 121 79.1% 79.1%
Female 32 20.9% 100%
Total 153 100%
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Ha,: Investors and Stockholders tend to change their decisions when they detect,
or informed that the phenomenon of earnings management is available in the financial
statements of listed firms in Amman Stock Exchange.

4. Methodology:

The population of the current study includes the investors and stockholders of listed
firms in Amman Stock Exchange. Investors and stockholders are asked to provide the
required information regarding their perception of earnings management incentives to
managers of listed firms Amman Stock Exchange. Moreover, they asked to provide
information regarding their abilities to detect the phenomenon of earnings manage-
ment, and how they respond to the practice of the phenomenon, when they detect or be
informed that the financial statements of a particular firm or group of firms are subject
to some practices of earnings management. Therefore, the study based on a sample
of stockholders in Amman Stock Exchange in its primary required data. Regarding the
required secondary data, it is available in textbooks, journals, and internet.

A questionnaire developed and used as a key instrument to collect the required
primary data. The questionnaire reviews all of the general aspects of earnings ma-
nipulation phenomena in a form that insures effectiveness to achieve the objectives
of the study. To investigate the validity of the research instrument, a group of profes-
sionals and academics were consulted. They were asked to check whether the sug-
gested items of the questionnaire represent carefully the dimensions and elements of
the study. Experts were asked to confirm that each point is categorized under the cor-
rect and representative group. Those experts were also asked to suggest a weight for
each item within its group where the total score for each group does not exceed 100%.

After having all experts’ recommendations, the means and the standard deviations
of the suggested items are calculated, and taken into consideration to come out with
final list of items’ weights for each one of them. Cronbach’s Alpha is used to check the
stability of the questionnaire including all of its components, so the test reveals that it
equals 0.813. Moreover, reliability analysis permits the consideration of properties of
measurement scales and the items that are included in it.

The questionnaire consists of four sections. The first one consists of four items
and used to collect the demographic information of respondents. These items encom-
passing gender, age, level of education, and year-experience. The second section is
concerned with managers’ incentives to practice the phenomenon of earnings man-
agement in the eyes of investors and stockholders. This section consists of 35 items.
The third section is used to measure the ability of investors and stockholders to detect
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Amounts of earnings are supposed to affect stock market prices. Theoretically, an
increase in an announced earnings leads to an increase in stock prices, while a reduc-
tion in earnings leads to a reduction in stock prices, when other factors are freezed.
As a result, some managers may announce higher income than the actual to influence
the firm’s stock market price. Based on this theoretical positive relationship between
amount of earnings and stock prices, the third hypothesis is presented to be as follows:

Ha,: Investors and stockholders perceive that increasing stock market prices en-
courages managers of listed firms in Amman Stock Exchange to practice the phenom-
enon of earnings management.

Labor unions may practice some forms of pressure on the managements of listed
and unlisted firms to raise the salaries of employees, and improve their conditions of
work. This type of actions increases when labor unions find that a firm achieved high
earnings during the last few periods. As a result, some managers may announce earn-
ings to avoid the potential pressure of labor unions. Therefore, the fourth hypothesis
presented to be as follows:

Ha,: Investors and stockholders perceive that some managers of listed firms in Am-
man Stock Exchange may announce lower earnings to avoid the possible pressures
of labor unions.

When investors and stockholders have the ability to detect whether financial state-
ments are subject to some practices of earnings management, or not, they will be able
to avoid any possible undesired results in the future. Therefore, investors and stock-
holders themselves will benefit when they acquire this ability, because they will avoid
some expected losses, and increase their return. Acquiring this ability is not neither
difficult nor impossible. This type of abilities can be improved through increasing the
ability to perform the thorough types of analysis. No idea is available yet concerning the
ability of investors and stockholders in Amman Stock Exchange to detect the practices
of earnings management. As a result, the fifth hypothesis of the study is presented to
be as follows:

Ha,: Investors and stockholders of listed firms in Amman Stock Exchange have
enough ability to detect the practices of earnings management.

A shortage of the related information to how investors and stockholders react to
the existence of earnings management phenomenon is available. Actually, no enough
information is available about the behavior of sellers and buyers of stocks when these
sellers and buyers detect, or be informed that the phenomenon of earnings manage-
ment is available in the financial statements of a particular firm, or group of firms.
Therefore, the sixth hypothesis presented to be as follows:
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Miller, (2009) used new technique to detect earnings management called, “Miller
Ratio”, based on net working capital (NWC) and cash flow from operations (CFO).
Miller also compares between the conclusions reached through his own model and the
results revealed based on Modified Jones Model. The author states in this study that
a large body of literature on the topic of earnings management provides discussion of
total accruals, discretionary total accruals, and current accruals. The findings of this
study indicate that neither the Miller Ratio nor the Modified Jones Model predicted the
possibility of earnings management at a statistical acceptable level of confidence on
the body of data with acknowledged earnings management.

4. The Hypotheses:

When investors and stockholders are aware to the practices of earnings manage-
ment, and understand the managers’ incentives to practice this phenomenon, they will
be more able to protect themselves from the undesirable effects of these practices.

To reduce the practices of earnings management, investors and stockholders
should understand why some managers might practice the phenomenon of earnings
management. Contracting issues between firms and managers, including salaries, re-
wards, compensations, and other benefits, may encourage managers to practice the
phenomenon to insure contract renewal, and maintain their expected rewards. There-
fore, the first hypothesis is presented to be as follows.

Ha,: Investors and stockholders perceive that contracting and other related issues
promote managers of firms in Amman Stock Exchange to practice the phenomenon of
earnings management.

Some managers may practice the phenomenon of earnings management for the
purpose of income tax reduction. All companies in Jordan are subject to income tax in
addition to other types of taxes. Income tax in Jordan differs from an industry to anoth-
er, and it is considered high when compared with other surrounding countries. Because
income tax expense is a percentage from income, some managers may reduce the
amount of income in order to reduce the amount of income tax expense. When inves-
tors and stockholders perceive that reducing income tax is an incentive that promotes
managers to practice the phenomenon of earnings management, they will more able
to protect themselves from the undesirable effects of this phenomenon. Therefore, the
second hypothesis is presented as follows:

Ha,: Investors and stockholders perceive that income tax reduction promotes man-
agers of firms in Amman Stock Exchange to Practice the Phenomenon of earnings
management.
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amount of actual earnings.

Caramanis and Lennox, (2008) carried out a study in their attempt to determine the
effect of audit hours on the practice of earnings management by the Greece Firms. To
measure earnings management, the authors use the Jones (1991) model based on the
balance sheet approach rather than the cash flow statement approach because most
Greek companies do not provide cash flow statements. There are three main findings
of this study. First, companies are more likely to report income-increasing abnormal
accruals than income-decreasing abnormal accruals, when audit hours are lower. Sec-
ond, the magnitude of income-increasing abnormal accruals is negatively related to
audit hours. Third, companies are more likely to manage earnings upwards just to meet
or beat the zero earnings benchmark, when auditors work fewer hours. Moreover, this
study finds weak or insignificant associations between audit hours and the magnitude
of negative abnormal accruals.

A study carried out by Kerstein and Rai, (2007) to reexamine market reactions to
large and small working capital accruals. The study involves three hypotheses. First,
negative or positive large working capital accruals have no impact on the earnings
response coefficient of firms reporting positive small earnings surprises. Second, Posi-
tive or negative large working capital accruals have no impact on earnings response
coefficients of firms reporting small earnings declines. Third, positive or negative large
working capital accruals have no impact on earnings response coefficients of firms re-
porting large earnings increases or declines. The authors find that the market discounts
unexpected earnings when there are small increases in earnings using negative large
working capital accruals or negative low working capital accruals. They also find little or
no evidence that positive or negative large working capital accruals lead to lower earn-
ings response coefficients in the remaining six situations.

Chen, (2008) differentiates between earnings management and earnings manipu-
lation among the Taiwanese companies. In this study, the author examines 7 hypoth-
eses based on a sample of 90 public firms throughout 1999-2004. The main findings of
this study is unlike the control group, earning manipulators face greater capital market
and contract motivations to manage earnings. The study also finds that earnings ma-
nipulators are more inclined to appoint fewer independent directors to their boards,
and to appoint fewer independent supervisors in their supervisory boards. In addition,
the study finds that earning manipulators are more inclined to posse considerably less
managerial ownership. The last finding is that earnings manipulators are more likely
than the control group to express aggressive attitudes and rationalizations to manage
earnings changes before interests and taxes, or both.

20



i
AYONY ooy - BVEYY Liay ‘d]z!! 095 g AT 2l 1 Yo sckall

Rosner, (2003) examines the indicators appeared from firms of weak performance
before their fail is occurred, compared with those firms of good performance. This study
concludes that there is a relationship between accrual income and the cash flows from
operating activities of failing firms compared with successful firms. The study also finds
that the behavior of bankrupted firms resembles the classification of Stock Exchange
Committee to these firms that practice earnings manipulation and fraudulent. In addi-
tion, the study concludes that the audit reports are different during the accounting peri-
ods that involve the practice of earnings management from periods that do not involve
these practices.

Chan, Jegadeesh, and Sougiannis (2004), attempted to clarify whether current ac-
cruals affect future earnings. The authors find a strong negative relationship between
accruals and the aggregate future earnings. The study mentions that if firms manage
accruals upward by $1 today while holding current earnings constant, aggregate future
earnings will decline, on average, by $ 0.096, over the following three years and by
$0.202, in the long-run. The study also examines the accrual effects classified by firm
characteristics to test the source of the negative relationship between accruals and
future earnings. The study shows that high price-earnings stocks experience an enor-
mous accrual impact on their future earnings, with 39% of current accruals reversing
in the long-run. Moreover, it shows that firms with high market-to-book ratios also have
large accrual reversals, so when this is grouped by accruals, the accrual effects are
significantly stronger for high accrual firms than for low accrual firms. Among the ad-
ditional important findings of this study is that Jones model significantly underperforms
the CF-Jones model in explaining the cross-sectional accrual variability, with only 24%
of mean adjusted —R?for the Jones model compared to 57% for CF-Jones Model. This
result shows the CF-Jones model superiority in identifying the manipulated earnings.

Cheng and Warfield, (2005) examined the equity issues as an incentives to man-
agement’s earnings. The study hypothesized that when managers have a desire to own
stocks and sell these stocks during the future; they practice the phenomena of earn-
ings management more than other managers do. The study finds that when managers
have the desire to own stocks for the purpose of sale during the future, they announce
high volumes of sales. Moreover, the study finds that when there are stocks’ owner-
ship are available for rewarding the managers of the firm, the profits of that firm will be
consistent to the previous expectations of financial analysts, and these managers have
the desire to sell their stocks after the profit consistent with what were the financial
analysts expect. More important finding is that when a firm includes stocks ownership
as rewards to its management, the firm’s management will go towards increasing the
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announcement of those earnings means that the management needs more time to
manage earnings, or the performance of the firm is bad and the management needs
more time to justify or change the financial results of that bad performance. The study
concludes that managers manage their earnings through the discretionary accruals in
order to support the future profits and gain rewards. The study also finds that as man-
agement delays the announcement of its earnings, the usage of discretionary accruals
in managing profits will also increase. Other important conclusion of the study is that,
announcing the financial reports in the right time will reduce the problem of information
that regulate the exchange of securities inside the financial market to interested parties,
and the efficiency of financial market will also increase.

Zhang, (2002) carried out a study to evaluate a comprehensive list of metrics pro-
posed for detecting earnings management in a setting where managers manipulate
earnings to round up reported earnings per share (EPS). The study provides the evi-
dence that adds to the debate on the abilities of accrual-based models to detect earn-
ings management of small magnitude. The study cast doubt on the abilities of accru-
al-based models to catch minor offenses, which is likely to be the norm, rather than
exception of various forms of earnings management. The metrics under evaluation of
the study are deferred tax expense and discretionary accruals computed from DeAn-
gelo Model, Healy Model, Jones Model, Modified Jones Model, Cross-sectional Jones
Model, and Forward-looking Jones Model. One conclusion of the study is that deferred
tax expense is able to detect earnings management in the rounding-up setting while
discretionary accruals models are not. Moreover, the study provides the evidence that
firms manipulate bad debt expense to round-up the reported EPS.

Abarbanel and Leahavy, (2003) examined the effect of a firm’s stock price sensitivity
to earnings news. The study examines hypotheses concerning (1) the effect of intro-
ducing equity-market-based earnings targets on firms’ earnings management, and (2)
the effects of such earnings management actions on ensuring analysts’ forecast errors.
In the study, the quarterly unexpected accruals are computed using the modified Jones
(1991) model. This study finds evidence that a firm’s stock price sensitivity to earnings
news, as measured by outstanding stock recommendation, affects its incentives to
manage earnings and, in turn, affects analysts’ ex post forecast errors. Moreover, the
study finds a tendency for firms rated a Sell (Buy) to engage More (less) frequently in
extreme, income-decreasing earnings management, indicating that they have relatively
stronger (weaker) incentives to create accounting reserves. In contrast, the study finds
that firms rated a Buy (Sell) are more (less) likely to engage in earnings management
that leaves reported earnings equal to or slightly higher than analysts’ forecasts.
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A. Earnings manipulation is concentrated in the last quarter of the fiscal year.

B. Those firms of negative change in profits before the selling of its fixed assets
go towards revealing higher amounts of income from selling the fixed assets than the
firm of positive change of profits.

C. The current ratio in the firms of high-leverage ratio is lower than the current
ratio in the firms of low-leverage ratio.

D. Firms of high-leverage ratio tend to sell fixed assets more than other firms.

Dechow and Sweeney, (1995) carried out a study to evaluate the alternative accru-
al-based models for detecting earnings management. Regarding this issue, the study
finds that all the considered models appear to produce reasonably well specified tests
for a random sample of event-years. The study adds that when the models are applied
on samples of firm-years experiencing extreme financial performance, all models lead
to misspecified tests. The second finding of the study is that all of these models gener-
ate tests of low power for earnings management of economically plausible magnitudes.
Moreover, the study reveals that all models reject the null hypothesis of no earnings
management at rates exceeding the specified test-levels when applied to sample of
firms with extreme financial reporting. The most important finding of this paper is that
a modified version of the model developed by Jones (1991) has the most power in de-
tecting earnings management.

Dechow, et al. (1995) carried out a study to assess the performance of the different
competitive used models in measuring accruals in order to detect earnings manage-
ment. The objective was to determine the best model for the measurement of discre-
tionary accruals. The study concludes that all those used models have the ability to
detect earnings management but with different degrees of effectiveness, and the power
of the test was low in all of these models. The most important conclusion is that Jones
Model has the strongest ability to detect earnings management.

The phenomenon of earning management in Australian firms is among the interests
of Godfrey and Jones, (1999). The study finds that managers of Australian firms use
the available extent of flexibility in the accounting standards to influence the reported
income of their firms by using the classification approach to avoid the pressure of labor
unions and to avoid any potential raise in the salaries of their employees.

Chai and Tung (2002) studied the effect of earnings announcement timing on earn-
ings management in order to examine the effect of the time announcement of finan-
cial statements on earnings management. Prior studies confirmed that the early an-
nouncement of earnings is an indicator for good news about the firm, and delaying the
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unreliable, and biased. Researchers can ask independent auditors about the practice
of earnings management because auditors have enough information about the practice
of this phenomenon. Independent auditors may also refuse to cooperate with research-
ers, and the conclusions may not be reliable.

The most effective method of measuring the phenomenon of earnings manage-
ment is through analyzing the financial statements and reports. Under this method,
three quantitative approaches are appropriate for measuring the phenomena of earn-
ings management. Classifying the items of income statement approach is one among
these three. Many interested researchers with the phenomenon of earnings manage-
ment used this approach such as (Roner and Sadan, 1975) and (Barnea,et al., 1976).
The second approach is qualitative. The method of variance is classified under this
approach. Several prior researchers used this approach, including Imhoff (1977) and
Eckel (1981). The third used quantitative approach to measure earnings management
is the approach of accruals. The most two common methods that are classified under
the accrual approach are the method of cash flows and the method of balance sheet.

2.2 Prior Researches:

The phenomenon of earnings management is attractive to researchers especially
in USA and some of other Western Countries. Unfortunately, this phenomenon had not
been given the required attention by researchers in Arab countries. Some of the related
prior researches to the phenomenon of earnings management are presented below.

Moses, (1987) studied the incentives of income smoothing. The purpose of the
study was to examine the relationship between the behavior of income smoothing and
other factors that proposed to be incentives for management to practice earnings man-
agement. The factors that this study takes into consideration are firm’s size, market
share, employee cost, management’s bonuses and compensations, and the ownership
control. The study reached to different conclusions. The study finds a strong relation-
ship between income smoothing behavior and each of the firm’s size, bonuses and
compensations, and income before making the accounting changes. In addition, the
study finds a significant correlation between income smoothing resulted from account-
ing changes and the required amount of profits.

A related study to the phenomenon of earnings management and carried out by
Bartove, (1993) deserves to be mentioned in this section. The purpose of the study is
to examine whether managers of firms tend to increase or decrease the amounts of
earnings through the timing of revenues that result from selling long term fixed assets,
and if the time of recognition is planned carefully. The study concludes the following:
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Whenever a desire exists to detect the practices of earnings management through us-
ing qualitative methods, the following steps can be followed: (Mohanram, 2003).

1. Identifying the key accounting policies of the firm or of industry as a whole.

2. Assessing accounting flexibility level of the firm. The level of accounting flexibility
may be high in some firms or industries, whereas, it may be lower in other firms
and other industries.

3. Evaluating the firm’s accounting strategy, and determining how this strategy differs
from other competitors.

Assessing the firm’s quality of disclosure.

Identifying the potential red flags. The following is an example of red flags:
Unexpected accounting changes, especially when performance is bad.
Unexplained profit boosting transactions, such as sale of assets.

Unusual increase in accounts receivable in relation to sales increase.
Increasing gap between net income and cash flow from operations.

Increasing gap between net income for reporting and tax purposes.

~ 0o a0 T o o A

Unexpected large asset write-offs or write downs.

Large fourth quarter adjustment.

=

Qualified audit opinion or change in auditors.

Large related party transactions.

6. The final step is to undo accounting distortions by reversing out the impacts of du-
bious accounting wherever possible.

Earnings management can also be detected analytically based on the firm’s accru-
als, which are defined as the difference between net income and cash flow operations.
In occasion, firms with high level of accruals are likely to have inflated earnings. The
practices of earnings management phenomenon can be determined through segregat-
ing their accruals to discretionary and non-discretionary. In this case, Jones (1991)
model can be used to separate discretionary from non-discretionary accruals. The re-
sidual value in Jones’s Model is the discretionary accruals for a firm in a given year,
while the fitted value gives an estimate of the non-discretionary component of earnings.

The phenomenon of earning management can also be measured through pre-
paring reviews with management and asking them about their practices of earnings
management. The major disadvantage of this approach is that managements may not
cooperate with researchers. As a result, the reached conclusions may be inobjective,
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the available method of inventory valuation. Copeland (1968) mentioned that income
smoothing is a repetitive selection of accounting measures or an estimation rule in a
considerable manner in order to make a low deviation in income from its actual direc-
tion. Copland mentioned that managers are able to affect the accounting numbers
under the following conditions:

1. No future obligations will occur to the firm during the coming future.

2. The effect of management on the financial statements and reports should not con-
flict with the GAAP.

That effect should make a material deviation in income from period to period.

The effect should not require actual transactions between the firm and outsiders,
but just requires reclassifying the balances of accounts inside the firm.

5. Methods and tools of effect should be used separately or with connection by other
practices along the accounting periods.

The focus of the above-mentioned terms and procedures by Copeland is on the ar-
tificial smoothing of income, because they do not include any financial transaction with
outsiders. Instead, the focus of those terms was on the reclassification of the items of
expenses, and no effect on cash flows occurs.

Barnea, et al., (1976) mentioned three methods that management can use to influ-
ence its accounting numbers:

1. Through events occurrence and/or recognition of events. According to this method
of earnings management, a management affects or changes the time of its financial
transaction in order to reduce the deviation of income. In most cases, that change
in times is predetermined previously, such as the changes in the expenses of re-
search and development, training, maintenance, and announcement.

1. Through allocation over time. Managements allocate the cost of assets and some
expenses along different accounting periods, such as capitalization or non-capital-
ization of expenses, selection among the available methods of depreciation, and
the amortization of some types of intangible assets.

2. Through classification. Management classifies discontinued revenues and expens-
es as ordinary items when it measures income.

Practitioners and researchers use two approaches to detect the phenomenon of
earnings management. The first is qualitative, while the second is a quantitative. When
it is possible, the use of the two approaches together leads to more certain conclusions
in determining whether a firm or a group of firms manage or do not manage earnings.
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assets, and estimating the salvage value of these assets. Moreover, estimating the
amount of bad debts and estimating the percentage of completion are also examples
of accounting estimates. In addition, estimating the reservations of natural resources
is one among the estimation practices of accounting. Moreover, accounting changes
include the change in accounting entity. The change in accounting entity results from
consolidation among firms and the change in subsidiaries to a mother firm.

Extraordinary items and other accounting numbers are also common used methods
in practicing the phenomenon of earnings management. Accounting Principles Board
(APB) identifies in its statement number (7), that extraordinary items are events and
transactions that have a material effect, so these items should be expected to be non-
recurring (Schrand and Franco, 2003). To be reported as an extraordinary item, two
terms should be available in that item; material and both unusual and nonrecurring.
Classifying the item as non-extraordinary, when it is actually extraordinary, or the op-
posite, is a form of practicing earnings management. Many firms use the classification
approach to affect the amount of income (Barena et al., 1976).

Structuring the provisions is also an important available approach to practice the
phenomenon of earnings management. Statement number (7) of international ac-
counting standards (AIS) defines provisions as those obligations which their times and
values are uncertain. The statement also states that these provisions are recognized
when the following items are available:

1. When these provisions arrange future obligations on the entity because of unusual
events.

2. When they include a resource maximization to pay obligations.
3. The estimation can be dependable.

Examples of provisions include bad debts provisions, restructuring provision, insur-
ance provision, maintenance and spare parts provision, etc. These provisions appear
in the financial statements, and their values are determined based on personal estima-
tion. Because of the available flexibility in estimating provisions, managers use this
flexibility to affect the items of financial statements. Under the management usage of
provisions, these managements reduce the values of provisions during the periods of
low performance, and increase their values during the periods of high performance.

The practices of earnings management with relative to financial statements are dif-
ferent. Managements use the available wide level of flexibility in the accounting stan-
dards to manage earnings. Examples of these usages are the selection among the
available methods to determine the annual depreciation, and the selection among

13



/
ATV gligy - BVEYY Lis) Aj!i\: O3 |9 A ) Wieu 12 1 Yo actal)

just to avoid any potential political costs through using many accounting methods such
as the classification of income statement’s items, or through the time of recognizing
some financial transactions (Godfrey and Jones, 1999). The firm may also choose or
change some of its optional accounting methods in order to reduce the amount of earn-
ings as a good procedure to avoid the expected pressure of government.

Tax incentives are also important incentives for the practice of earnings manage-
ment. To reduce the amount of income tax, the firm may use accounting methods or
procedures that lead to lower amounts of earnings than their actual. For instance, many
US firms prefer the use of the last in first out (LIFO), as a method of inventory flow,
because the amount of income tax under this method will be lower than the amounts
under other inventory flow methods. In occasion, the amount of income tax expense
may encourage some managers to use an accounting policies and methods that lead
to more stability in the amounts of earnings. (Herman and Inoue, 1996).

The firm’s stock market price is also an important incentive for the practice of earn-
ings management. Financial markets provide different parties with financial information
concerning the listed firms. A firm may practice the available methods to affect its stock
market price. Maximizing the amount of earnings will lead to higher prices in stocks,
so the firm may go towards revealing higher than its actual earnings to affect its stock
market price, or at least, maintain the current price of its stocks. Most investors are
rational, so they are interested with the expected financial performance of firms dur-
ing the coming accounting periods. Therefore, they use the current earnings to adjust
their expectations regarding the future performance of a particular firm. At the same
time, firms’ managements have its insider information about the expected future per-
formance of their firms. If the financial reports of a firm include some indicators about
its expected earnings during the coming future, the efficient financial market reflects
immediately this information on the firm’s stock market price.

Several concerned researches with the phenomenon of earnings management
mentioned three common methods for the practice of earnings management: (1) ac-
counting changes, (2) classification of extraordinary items, and (3) provisions restruc-
turing.

Accounting changes includes a change in an accounting principle without a viola-
tion to the GAAP, such as the change in inventory flow methods, depreciation methods,
and the methods used in preparing financial statements based on other monetary unit.
Change in accounting estimates is an example of accounting changes. Accounting
estimates includes many items such as predicting the economic useful life of fixed
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other related items in the financial statements (Lambert, 1984). Accounting earnings is
an effective measure of the firm’s performance, and play a key role in determining the
amount of rewards that management will receive (Emanuel et al. 2003).

Debt to total assets ratio affects the firm’s ability to borrow money. Creditors prefer
lending firms of low debt to asset ratio, while they hesitate the lending of money to firms
of high debt to assets ratio. When the financial structure of the firm includes a high ratio
of debts, and at the same time, the firm plans to borrow more, the management of that
firm will go towards increasing the amount of their earnings in order to encourage credi-
tors to lend it the needed amounts, and to receive these loans at lower interests rates.
When the firm’s debt ratio is high, the management of that firm may follow different
methods to affect the accounting numbers of the firm’s earnings (Bartov, 1993). Among
the methods that the management of this firm may follow, is the selling of long-term as-
sets, and using the prices of these long-term assets to increase the amount of the firm’s
income, in order to increase the amount of equity. Managers choose the accounting
methods that will increase the accounting income in order to encourage lenders to lend
them the required amounts of money (Beatty and Weber, 2003).

The declared amount of earnings affects the issue of job contracting. For example,
a firm may smooth its earnings from period to period, when this firm needs to avoid
any increase in wages or avoid the pressure of labor unions to improve the conditions
of work. In occasion, salaries level of new and current employees depends, to a large
degree, on the declared accounting information in the financial statements of the firm
(Horwitz and Shabahang, 1971). In brief, management prefers higher stability in its in-
come than the announcement of volatile income from year to year. Announcing higher
income will increase the pressure of labor unions and employees for wages increases
and improving current conditions of work. At the same time, revealing lower amount of
income may lead to less desired results such as the reduction in employee’s morale.

Many political issues are important reasons for the practice of earnings manage-
ment. When a firm achieves a high level of earnings, the government may practice
strong pressure on that firm in order to increase the wages of its employees, or improve
the conditions of work. Moreover, the government may go towards the practice of more
control on the prices of the firm’s products, when the firm’s amount of earnings is high.
Sometimes, the government also may go toward dividing the firm into many independent
smaller units, or may plan to convert that firm from business to a non-profit organization.
Organization’s size and stock market price are also incentives to the government for the
practice of more pressure on firms. Managements may exercise earnings smoothing
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and Wahlen, 1999). This definition states that the practice of earnings management is
intentional and purposeful. Moreover, this definition states that the contractual issue is
sometimes one among the incentives that encourages managers to manage earnings.

Some people believe that earnings management is an upward manipulation. Actu-
ally, earnings management may be either upward or downward manipulation of earn-
ings. In most cases, the target of earnings management determines whether man-
agements of firms practice earnings management upward or downward. Some people
also believe that all the practices of earnings management are illegal, and no legal
practices exist. In practice, different practices of earnings management may not violate
the GAAP, therefore, it is classified underline the legal practices. For example, speed-
ing the size of sales during the last month or the fourth quarter is in agreement with
the GAAP. Moreover, activating sales during the last month of the accounting period
through granting discounts to customers is also in agreement with GAAP, and is not a
violation to the accounting standards.

Different incentives may promote managers of firms to practice the phenomenon
of earnings management. The available level of flexibility in accounting standards pro-
motes the practice of earnings management phenomenon. Many prior researchers
such as Watts and Zimmerman (1990), Healy and Whalen (1990), Scott (2003), and
others mentioned several incentives for the managers’ practices of earnings manage-
ment phenomenon. Most concerned people classify the incentives of earnings man-
agement into four groups; (1) contractual, (2) political and legislative, (3) taxation, and
(4) financial markets incentives.

To a large degree, the issue of contracting between management and stockholders
depends on the amount of earnings. A conflict exists among the desires of manage-
ments, stockholders, creditors, and investors. Because of this conflict, several contrac-
tual costs appear. As a result, contracts are prepared to reduce the negative effects of
the conflict among these different parties.

Management's motivation plans appear to reconcile between the behalves of
managements, such as financial rewards, salaries increases, job security, and the be-
halves of stockholders such as increasing the stock market value, and the return on
investment (ROI). There is a link between managements’ motivation and the achieved
amount of earnings. In other words, as the amount of earnings increases, the amount
of rewards and compensations that management expects to receive is also increases.
When a management feels that the amount of earnings is low, so it will not expect
higher rewards, this management may influence the reported amounts of earnings and
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der the phenomenon of earnings management, or not. Understanding what earnings
management and why it is practiced, is an important issue for all users of accounting
information. The current study highlights the different aspects of earnings manage-
ment phenomenon, so it describes its concept, and presents the possible incentives
that promote managers of firms to practice the phenomenon. Moreover, it presents the
available methods of practicing this phenomenon, in addition to other related issues.

The phenomenon of earnings management may be normal or intentional. It is nor-
mal when a management does not attempt to influence the financial statements, while
it is intentional, when a management attempts to influence these statements. In other
words, the phenomenon is normal when there is no purpose to influence earnings when
actions took. On the other hand, it is intentional when a management aims to influence
the amount of earnings. Income smoothing is a one form of earnings management.
At the same time, income smoothing may be intentional or unintentional. Intentional
income smoothing may be actual or artificial. Under actual smoothing, management
affects the structure of financial statements to achieve its purposes, whereas under
artificial smoothing, management takes many decisions to manipulate the amounts of
some included items in the financial statements in a form that there is no link between
income smoothing and the economic transactions. (Al Jahmani, 2001).

Earnings management, accounting manipulation, and fraudulent, all are similar
terms. Earnings management is a managerial intentional interference in the financial
statements and reports in order to achieve such needs and desires through the viola-
tion of GAAP (Beneish, 1999). At the same time, earnings management may occur
by chance where there is no intent to influence the items of the financial statements.
Management interference in the financial statements and reports is intentional and mis-
leading (Rosner, 2003). Manipulation and fraudulent concepts are two similar terms.
Through these two terms, management intentionally violates the accounting principles
in order to make a deviation in the financial performance of a firm and to affect that
deviation (Weidman, 1999). These two types of practices are intentional, and there is
no possibility to be unintentional. In addition, others define earnings management as
an intentional misstatement of earnings leading to bottom line numbers that would have
been different in the absence of any manipulation (Mohanram, 2003).

Earnings management occurs when a manager uses his/her judgment in financial
reporting and in structuring transactions to alter the financial reports either to mislead
some stakeholders about the underlying economic performance of the company, or to
influence contractual outcomes that depend on reporting accounting numbers (Healy
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by some managements. Therefore, investors and stockholders in stocks will be able
to determine the firms that have enough incentives to exercise the phenomenon. In
addition, understanding why managers practice earnings management and how they
practice this phenomenon will enable many users to avoid some of its undesired ef-
fects. The important of the study increases because when investors and stockhold-
ers have the ability to detect the practices of earnings management, they can avoid
its undesirable effects. Moreover, the study highlights the methods of practicing earn-
ings management, so many users may be more able to detect the managed earnings.
Moreover, the importance of the current study increases because no enough informa-
tion available regarding investors’ and stockholders’ reactions whenever they detect or
know that the phenomenon is practiced on the financial statements of a particular firm
or group of firms. Therefore, understanding how investors and stockholders react to the
phenomenon practices will increase our understanding to its effects, so the required
procedures can be determined.

The objectives of the current study are as follows:
1. to enrich the literature regarding the phenomenon of earnings management.

2. to determine how investors and stockholders understand managers’ incentives of
earnings management practices.

3. to determine whether investors have, or do not have, the required ability to detect
the practices of earnings management.

4. To determine investors and stockholders’ reactions to the practices of earnings
management phenomenon when they detect or be informed with these practices.

The current study differs from prior researches conducted about the issue of earn-
ings management. It attempts to determine the most important incentives of earnings
management to managers as perceived by investors and stockholders. Moreover, the
study investigates investors and stockholders’ reactions to the phenomenon, where no
prior studies discussed these reactions.

Section 2 presents the literature review and the prior related researches, while sec-
tion 3 presents the study’s hypotheses. Section 4 discusses the methodology of the
study. The analysis and results are available in section 5, while section 6 presents the
findings and conclusions.

2. Literature Review and Prior Researches:
2. 1 Review the Literature :

Many people are unable to determine whether a selected practice is classified un-
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ods for accountants to determine the value of several items in the financial statements.
For example, several methods are available to accountants to determine depreciation,
and therefore, the accumulated depreciation on property, plant, and equipment. More-
over, accountants have many options to determine the value of ending inventory. The
availability of these several options increases the level of flexibility in applying the ac-
counting procedures. Reducing the available accounting methods that accountants can
use may restrict the practices of earnings management, but this may lead to different
problems in the accounting practice.

In most cases, managers are responsible for the practices of earnings management
phenomenon. The current study illustrates the meaning and the nature of earnings
management, and attempts to determine the most important incentives that encourage
managers to practice the phenomenon. The study also attempts to determine whether
investors and stockholders in Amman Stock Exchange are able to detect the practices
of the phenomenon, or they do not have this ability. Moreover, the study attempts to
determine how investors and stockholders behave when they detect such practices
of earnings management, or be informed that these practices are available in a firm’s
financial statements. Therefore, three main questions can present the problem of the
current study. First, what are the incentives that investors and stockholders believe
that they encourage managers of listed firms in Amman Stock Exchange to practice
the phenomenon of earnings management? (2) Are investors and stockholders of the
listed firms in Amman Stock Exchange able to detect the practices of earnings man-
agement in a case of its existence? and, (3) how investors and stockholders in Amman
stock Exchange react to the phenomenon of earnings management when they detect
or informed that it is practiced over the financial statements of a particular firm, or group
of firms?

The study stems its importance from different issues. The concept of earnings
management seems ambiguous to some people, because they have no enough in-
formation regarding this issue. This study is important because the large number of
collapsed firms because of earnings management practices. The effects of earnings
management practices may reduce the rate of economic growth, especially when the
phenomenon involves large economic units. More attention should be given to the
phenomenon of earnings management because its practices do not appear during a
short period. In most cases, the effects of practicing the phenomenon appear in a time
that nothing can be done to rescue the firm. Moreover, investors’ and stockholders’
understanding to the incentives of managers to practice the phenomenon is important,
because more attention can be given to the financial statements of firms that managed
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1. Introduction:

Earnings management is a common phenomenon in the word of business these
days. The concept of this phenomenon is unclear to some people. Many people believe
that the phenomenon of earnings management is negative and undesirable, while oth-
ers believe that earnings management is always illegal.

Financial statements are the key source of financial information to decision makers,
especially to external users of these statements where they depend on these state-
ments whenever they have to take a decision. External users of accounting information
depend on information included in these statements to decide, whether they have to
purchase, sell, or maintain a firm’s stocks. These financial statements are supposed to
be fair, reliable, and confident to external users. Therefore, independent external audi-
tors audit these statements to enhance the credibility of included information. (Arens
and Loebbecke, 2000).

To be beneficial for decision-making purposes, the announced financial information
should be relevant, reliable, understandable, and comparable. (Kieso and Weygandt,
2006). Many developments occurred to the accounting standards and the requirements
of disclosure during the previous century. The purpose of most of these developments
was often to protect external users and to improve the process of trading securities.
The period of great collapse in stock markets, which occurred during the late twen-
ties and early thirties of the previous century was followed by great efforts to improve
the methods of financial reporting and disclosure. Nowadays, corporations and other
firms are required to prepare additional financial statements in order to provide users
of these statements with adequate financial information for the purposes of decisions
making.

Understanding the phenomenon of earnings management is more essential to in-
vestors, stockholders, creditors, and to other users of accounting information these
days than it was before. When these groups understand the phenomenon of earnings
management, they can avoid several possible undesirable effects of the phenomenon.
Moreover, understanding the concept of earnings management and its practices in-
cludes the determination of its nature, meaning, effects, detection, and the managers’
important incentives to manage earnings. In addition, the methods that managements
may use to manage earnings should also be determined and understood.

Accounting standards involves a high level of flexibility in its applications. This level
of flexibility encourages many managers to practice the phenomenon of earnings man-
agement. The generally accepted accounting principles (GAAP) provide different meth-
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Abstract:

The current study focuses on the phenomenon of earnings management in the
eyes of stockholders and investors. It aims to determine the most important incentives
that may encourage managers of listed firms in Amman Stock Exchange to practice
the phenomenon of earnings management. Moreover, the study determines the ability
of investors and stockholders to detect the practices of the phenomenon. In addition,
it determines the effects of the practices of earnings management phenomenon on
the stockholders’ reactions. The study assumes four types of incentives; (1) contract-
ing issues and related benefits, (2) income tax reduction, (3) increasing stock market
prices, and (4) avoiding the potential pressure of labor unions. A convenient sample
consists of 170 investors stockholders is selected. A questionnaire is used to gather
the required necessary primary data, where 153 responses had been received back in
a usable form. One sample t-test method is used to test the hypotheses of the study, at
95 Percent level of confidence. The study finds that contracting, income tax reduction,
stock market price increase, and the avoidance of the labor unions’ pressure, are all
actual incentives to managers of firms to manage earnings. Moreover, the study finds
that investors and stockholders in Amman Stock Exchange have no enough ability to
detect the practices of earnings management and they tend to change their decisions
when they be informed with the existence of these practices.
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