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ABSTRACT 

This thesis examines the role of earnings management constraints, as imposed by firms 

having higher-quality auditors and lower accounting flexibility at the beginning of the year, in 

managers’ ability to report less negative earnings surprises from their earnings forecasts. 

Earnings surprises from management earnings forecasts arise when firms’ realised earnings 

exceed or fall below the expected earnings of firms’ managers. This thesis argues that managers 

can report less negative earnings surprises through the use of two techniques: (1) upward 

earnings management (so that the realised earnings exceed the expected earnings); and (2) 

downward earnings expectation adjustments (so that the expected earnings fall below the realised 

earnings).  

Managers’ incentives to choose upward earnings management over downward earnings 

expectation adjustments decrease with the degree of earnings management constraints at year t-1. 

This thesis hypothesises that (1) ceteris paribus, firms with higher-quality auditors at year t-1 are 

more likely to use downward earnings expectation adjustments in order to report less negative 

earnings surprises for year t; and (2) ceteris paribus, firms with lower accounting flexibility at 

year t-1 are more likely to use downward earnings expectation adjustments in order to report less 

negative earnings surprises for year t. These hypotheses are tested in a unique economy, Japan, 

where nearly all firms’ managers provide earnings forecasts. 

Univariate and multivariate analyses of this thesis provide evidence that supports the 

following conclusions. First, managers of firms with higher-quality auditors and lower 

accounting flexibility at the beginning of the year are associated with less negative earnings 

surprises at the end of the year. Second, managers of firms with higher-quality auditors at the 

beginning of the year use downward earnings expectation adjustments, although the magnitude 
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of these adjustments is lower than the adjustments by firms with lower-quality auditors at the 

beginning of the year. Third, managers of firms with lower accounting flexibility at the 

beginning of the year do not consistently use downward earnings expectation adjustments 

throughout the year to report less negative earnings surprises. Specifically, these firms are more 

likely to use downward earnings expectation adjustments at the second quarter of the year.  

Additional tests are conducted to analyse whether the main results are sensitive to 

alternative specifications of the model. The scope of these tests also extends to other quality 

aspects of management earnings forecasts and auditing, namely, forecast accuracy and auditor 

switching, respectively. Overall, these additional analyses indicate that the main results hold 

after the following empirical considerations are made: (1) self-selection bias; (2) alternative 

deflators for the response variables; and (3) alternative measures of audit quality and accounting 

flexibility. The analysis of forecast accuracy reveals that managers of firms with higher-quality 

auditors at the beginning of the year are more likely to issue accurate earnings forecasts. 

However, managers of firms with lower accounting flexibility at the beginning of the year are 

less likely to issue accurate earnings forecasts. The analysis of auditor switches shows firms that 

switch from lower-quality auditors to higher-quality auditors at the beginning of the year are 

more likely to report less negative earnings surprises. 
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CHAPTER 1 

INTRODUCTION 

 

1.1. Research objective 

The objective of this thesis is to provide empirical insights into how constraints on 

earnings management influence managers’ use of downward earnings expectation adjustments to 

report less negative earnings surprises. The specific research questions are: 

 
1) How do the degrees of audit quality at the beginning of year t affect 

managers’ use of downward earnings expectation adjustments to report 

less negative earnings surprises at the end of year t? 

 

2) How do the degrees of accounting flexibility at the beginning of year t 

affect managers’ use of downward earnings expectation adjustments to 

report less negative earnings surprises at the end of year t? 

 

These questions are empirically investigated using a unique institutional environment in 

Japan, where nearly all managers provide earnings forecasts (even though the provision of such 

forecasts is not mandatory) (Herrmann, Inoue, and Thomas, 2003; Ota, 2006; Kato, Skinner, and 

Kunimura, 2009; Ota, 2010). 

 

1.2. The effect of earnings management constraints on earnings surprises 

This thesis defines an ‘earnings surprise’ as the extent to which a firm’s realised earnings 

differ from its forecast earnings. Thus, it is argued that a positive (negative) earnings surprise 
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arises when a firm’s realised earnings exceed (fall below) its forecast earnings.1 Prior studies 

establish that managers have incentives to report less negative earnings surprises, and to achieve 

this, they employ two techniques: (1) upward earnings management (to make the realised 

earnings to be greater than the forecast earnings); and (2) downward earnings expectation 

adjustments (to make the forecast earnings to be less than realised earnings) (Kasznik, 1999; 

Barton and Simko, 2002; Bartov, Givoly, and Hayn, 2002; Matsumoto, 2002; Herrmann et al., 

2003; Chen, 2004; Burgstahler and Eames, 2006; Kato et al., 2009; Das, Kim, and Patro, 2011).  

While these two techniques are available for managers to report less negative earnings 

surprises, prior studies argue that managers’ preference for one technique over the other largely 

depends on the costs of the particular technique. Kasznik (1999) suggests that these costs are 

associated with the degrees of litigation risk. Specifically, he establishes that the litigation risk is 

higher (lower) for firms whose managers overestimate (underestimate) earnings in their forecasts, 

and that managers with higher (lower) litigation risk are associated with higher (lower) costs. He 

argues that managers with higher (lower) costs are more likely to choose upward earnings 

management (downward earnings expectation adjustments). He provides evidence on these 

arguments using the US setting.  

Recent studies on management earnings forecasts in other countries, where costs 

associated with litigation risk are comparatively lower than the US, find evidence consistent with 

Kasznik (1999). For instance, Kato et al. (2009) examine management earnings forecasts in 

Japan2, and find that the managers tend to systematically overestimate earnings in their initial 

                                                           
1  This thesis recognises that “positive earnings surprises” could also imply “less negative earnings 

surprises”. Consistent with prior studies (see Kato et al., 2009), it should be noted that positive earnings 
surprises for Japanese firms usually mean “less negative earnings surprises”. 

2  Numata and Takeda (2010) establish that Japan is akin to Germany, a low-litigious country that has 
socially-rooted customs for settling disputes that do not involve the use of legal courts. Ginsburg and 
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forecasts, but subsequently revise their forecasts downward so that most earnings surprises are 

non-negative. That is, the managers prefer downward earnings expectation adjustments over 

upward earnings management because the costs associated with litigation risk are lower in Japan 

(Kasznik, 1999). 

Consistent with Kato et al. (2009), this thesis argues that managers of firms in Japan 

prefer downward earnings expectation adjustments to report less negative earnings surprises, 

when the costs associated with using the other technique, upward earnings management, are 

higher. Furthermore, this thesis argues that the costs associated with upward earnings 

management increase with the degree of earnings management constraints at the beginning of the 

year. This thesis proposes that the earnings management constraints for firm i at year t-1 are 

influenced by two factors: (1) the quality of audit services; and (2) accounting flexibility. 

 

1.3. Institutional setting of the thesis 

Given the provision of management earnings forecasts is voluntary, a challenge the 

researchers encounter is designing a method that can mitigate the extent of self-selection bias in 

their models (Kato et al., 2009). Self-selection bias can be a problem because it threatens the 

external validity of the results. Unlike Anglo-Saxon economies, nearly all managers of firms in 

Japan provide earnings forecasts (Herrmann et al., 2003; Ota, 2006; Kato et al., 2009; Ota, 

                                                                                                                                                                                           
Hoetker (2006) evaluate the litigation activities in Japan (including securities litigation) against western 
countries, and determine that litigation in Japan has generally been less prevalent than western countries.  

  West (2001) finds that the number of shareholder derivative lawsuits has increased in Japan, but it 
is rare that the shareholders win or settle these lawsuits. Numata and Takeda (2010) report that six out 
of twelve lawsuits against auditors, over the period January 2002 to April 2008 in Japan, were dismissed 
against the shareholders and other third parties, while five lawsuits were settled in court. 
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2010).3 Due to the abundance of management earnings forecasts, the forecasting setting of Japan 

provides an effective way to control for the self-selection bias. 

Another common issue relates to the effect of endogeneity bias. When endogeneity bias 

is present, it can be difficult for the researchers to distinguish whether the evidence on 

management earnings forecasts is due to the informational content in the forecasts or in the 

forecast decision itself (Kato et al., 2009). As nearly all managers of firms in Japan provide 

earnings forecasts, evidence on the management earnings forecasts in Japan is more readily 

attributable to the informational content in the forecasts, rather than the forecast decision itself. 

However, it is necessary to note that endogeneity and self-selection biases may still exist 

in terms of the selection of auditors (and the corresponding audit quality) in Japan. That is, it is 

difficult to distinguish whether the quality of management earnings forecasts is due to the quality 

of auditors, or the decision of managers to select higher-quality auditors. Nevertheless, an 

advantage of the Japanese setting is that researchers can focus on designing tests to control for 

the endogeneity and self-selection biases within the audit quality decision (rather than having to 

control for these biases in both the forecast and audit quality decisions that may exist in other 

settings).  

Herrmann et al. (2003) suggest that the insider trading regulation in Japan offers an 

explanation for why Japanese managers have incentives to avoid reporting large earnings 

surprises. Specifically, the regulation stipulates that if a firm’s forecast earnings differ from its 

reported earnings by 30% or more, then any trading of the firm’s stock by related parties (either 

before the earnings announcement or before a forecast revision) is considered to be insider 

trading. Shibata (1996) argues that a related incentive for Japanese managers to reduce forecast 
                                                           
3  Kato et al. (2009) document that over 90 percent of firm managers in Japan provide earnings forecasts 

in the period 1997-2007. Consequently, they argue that the provision of management forecasts in Japan 
is “effectively mandated” (p. 1576). 
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earnings errors comes from the tradition of “saving face” (i.e., protecting their reputation of 

being able to consistently meet their own earnings target). These prior studies indicate that 

Japanese managers have strong incentives to minimise the magnitude of earnings surprises; 

therefore, it is particularly pertinent that the above research questions are investigated in Japan. 

 

1.4. Summary of the main results 

This thesis investigates the research questions in the period 2000-2010. In particular, two 

hypotheses are developed. Hypothesis 1 states that ceteris paribus, firms with higher-quality 

auditors at year t-1 are more likely to use downward earnings expectation adjustments in order to 

report less negative earnings surprises for year t. Hypothesis 2 states that ceteris paribus, firms 

with lower accounting flexibility at year t-1 are more likely to use downward earnings 

expectation adjustments in order to report less negative earnings surprises for year t. 

Univariate analyses of this thesis illustrate that, consistent with Kato et al. (2009), firms 

in Japan are more likely to report negative earnings surprises by issuing upward biased (i.e., 

optimistic) earnings forecasts, on average, regardless of the audit quality and accounting 

flexibility at year t-1. However, firms with higher-quality auditors and lower accounting 

flexibility at year t-1 are more likely to report less negative earnings surprises (i.e., less upward 

biased earnings forecasts) than firms with lower-quality auditors and higher accounting 

flexibility at year t-1. The univariate analyses also indicate that firms in Japan use downward 

earnings expectation adjustments on average, but the magnitude of the adjustments is lower for 

firms with higher audit quality at year t-1. Overall, the univariate analyses provide some 

evidence to support hypotheses 1 and 2.  
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Multivariate analyses confirm the results of the univariate analyses. In particular, the 

multivariate analyses show that, after controlling for other factors that influence earnings 

surprises (such as, firm size, prior forecast optimism and performance, and corporate 

governance), the relationship between audit quality and earnings surprises remains significantly 

positive. This indicates that firms with higher audit quality at year t-1 are more likely to report 

less negative earnings surprises for year t, consistent with hypothesis 1. Consistent with 

hypothesis 2, the multivariate analyses show that firms with lower accounting flexibility at year 

t-1 are more likely to report less negative earnings surprises for year t (i.e., a negative 

relationship). In addition, the multivariate analyses reveal that, consistent with hypothesis 1, 

firms with higher audit quality at year t-1 use downward earnings expectation adjustments, 

although the magnitude of these adjustments is lower than firms with lower audit quality. The 

results for the relationship between accounting flexibility and downward earnings expectation 

adjustments, however, are inconclusive.  

 

1.5. Motivation and contributions of the thesis 

Understanding management earnings forecasts is essential for understanding the 

functioning of capital markets (Healy and Palepu, 2001; Hilary and Hsu, 2011). Hirst, Koonce, 

and Venkataraman (2008, p. 2) state: 

“they [management forecasts] represent one of the key voluntary 
disclosure mechanisms by which managers establish or alter market 
earnings expectations, preempt litigation concerns, and influence their 
reputation for transparent and accurate reporting.”  

 
 

An aspect of management earnings forecasts that is still unclear relates to how the 

earnings surprises arising from such forecasts interact with other important factors that influence 
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financial reporting quality. Understanding this interaction is necessary for understanding 

managers’ forecasting behaviour. Therefore, a key motivation for this thesis is to explore 

whether determinants of financial reporting quality, such as, audit quality and accounting 

flexibility, can influence managers’ forecasting behaviour, which may, in turn, explain why 

certain managers are more capable of minimising negative earnings surprises for their firms than 

other managers. 

Until recently, there has been a general lack of research in understanding the role of 

external auditors and the effect of audit quality in Japan. This lack of research attention can be 

attributed to the unique “main bank” system in Japan, where large influential banks have 

dominated corporate governance by having significant financial ties with firms in Japan (Numata 

and Takeda, 2010). Therefore, another motivation for this thesis is to investigate whether the role 

of external auditors exists as the status quo, or whether it has some significant implications for 

the capital markets of Japan. To achieve this, this thesis is the first study that examines the role 

of external auditors in the capital markets of Japan by examining the effect of audit quality on 

the quality of management earnings forecasts in Japan.  

This thesis contributes to the accounting literature in two ways. First, it provides 

enrichment to our understanding of the determinants of the earnings surprises arising from 

management earnings forecasts using a unique institutional setting, where information in the 

forecast decision is controlled. Research on management earnings forecasts using such an 

institutional setting is rare, but important, as pointed out by Hirst et al. (2008, p. 2):  

“gaining a better understanding of the choices that managers make 
once they decide to issue an earnings forecast [emphasis added] is an 
important direction for both theory development and empirical 
research”.  
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The second contribution of this thesis is that it provides improvements to the common 

methodology used by researchers in Japan for measuring audit quality. Due to the lack of 

attention on the role of external auditors in Japan, auditing research commonly uses a crude 

measure, namely, the dichotomous Big N variable, to capture audit quality in Japan. This thesis 

proposes the use of auditor industry specialisation as an additional measure of audit quality in 

Japan, and is the first study that uses such a measure to capture audit quality in Japan. 

The findings of this thesis may be of interest to regulators in Japan as well as worldwide. 

It is generally the belief of market participants that external auditors do not have an impact on 

managers’ forecasting behaviour. This belief is rooted in the fact that auditors are not required to 

provide audit-level assurance for the earnings estimates provided in management forecasts. 

Contrary to this belief, this thesis demonstrates that audit quality can influence managers’ 

forecasting behaviour by the auditors constraining upward earnings management used to 

minimise negative earnings surprises. Therefore, the regulators can use the findings of this thesis 

when considering the impact of external auditors on the quality of management earnings 

forecasts.  

 

1.6. Organisation of the thesis 

This thesis is structured as follows. Chapter 2 reviews the related literature. It considers 

the significant role that management earnings forecasts play in the capital markets, as well as 

using an established framework in the literature to examine the forecasts. A detailed discussion 

of the literature that examines the effect of audit quality and accounting flexibility on such 

forecasts is also provided in this chapter. Chapter 3 provides a discussion of the institutional 

setting and develops the hypotheses for this thesis. Chapter 4 describes the research methodology 
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that is used to test the hypotheses. This includes a discussion of the sample selection procedures 

and the research design used to test the hypotheses. The results for this thesis are presented in 

chapter 5. Chapter 6 provides additional tests, which include analyses of forecast accuracy and 

auditor switches. Finally, chapter 7 provides some concluding remarks of this thesis. 
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CHAPTER 2 

RELATED LITERATURE 

 

2.1. Introduction 

This chapter presents a review of the literature relating to management earnings forecasts. 

In addition, the review focuses on how earnings management constraints, namely, audit quality 

and accounting flexibility, affect managers’ forecasting behaviour. A background on 

management earnings forecasts is provided in section 2.2. The main purpose of this section is to 

highlight the important role that management earnings forecasts play in the capital markets. 

Section 2.3 discusses the literature that examines the relationship between audit quality and the 

three forms of corporate disclosure: financial reporting, voluntary disclosures and management 

earnings forecasts, while section 2.4 discusses the literature that examines the relationship 

between accounting flexibility and voluntary corporate disclosures. A summary of this chapter is 

provided in section 2.5. 

 

2.2. Management earnings forecasts 

This section is structured as follows. It begins with a discussion of the important role that 

management earnings forecasts play in the capital markets. This discussion is followed by a 

review of the framework developed by Hirst, Koonce, and Venkataraman (2008). The review of 

this framework is necessary because it provides a logical structure to illustrate how undertaking 

research on management earnings forecasts in a unique setting, such as that of Japan, can make a 

valuable contribution to the literature. 
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2.2.1. The role of management earnings forecasts in the capital markets 

Management earnings forecasts are voluntary disclosures that managers use to 

communicate earnings expectations for their firms (King, Pownall, and Waymire, 1990; Healy 

and Palepu, 2001; Hirst et al., 2008). Such forecasts represent one of the key channels through 

which managers, inter alia, align market expectations with their own (Ajinkya and Gift, 1984; 

King et al., 1990) and preempt litigation concerns (Skinner, 1994; 1997). Management earnings 

forecasts have also been shown to be influential in prior studies. For example, Pownall, Wasley, 

and Waymire (1993) demonstrate that the alternative types of management earnings forecasts are 

informative and have an impact on stock prices, while Baginski and Hassell (1990) and Coller 

and Yohn (1997) show that management earnings forecasts can affect analysts’ forecasts as well 

as bid-ask spreads.4   

Management earnings forecasts play a pivotal role in the capital markets by mitigating 

information asymmetry that impedes the efficient allocation of resources between managers and 

investors (Healy and Palepu, 2001; Francis, Nanda, and Olsson, 2008). Information asymmetry 

arises when managers and investors hold different information about firms’ future earnings 

(King et al., 1990; Healy and Palepu, 2001; Petacchi, 2015). The discussion that follows aims to: 

(1) describe the circumstances that are precursors for information asymmetry; and (2) review the 

literature that examines how voluntary disclosures and management earnings forecasts affect 

information asymmetry. 

The principal-agent relationship between managers and investors triggers information 

asymmetry and cultivates an environment, where managers receive more intricate firm-specific 

information than investors (Ng, 1978). Such an environment can induce managers to strategically 
                                                           
4  Bid-ask spreads prior to the forecasts are typically used in prior studies to measure information 

asymmetry (Coller and Yohn, 1997). A wider (shorter) bid-ask spreads imply greater (lower) 
information asymmetry. 
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control the flow of information in a way that may not be in the best interest of the investors 

(Penman, 1980).  

To illustrate how information asymmetry can potentially damage the underlying fabric of 

the capital markets, consider the following scenario taken from Healy and Palepu (2001). A 

rational investor values a business investment, where half the ideas are positive and the other half 

are negative. If this investor fails to distinguish the negative ideas from the positive ones, then 

the manager will attempt to promote the negatives ideas so that they will appear to be as valuable 

as the positive ones. Since the investor is assumed to be rational, the investor would realise this 

possibility of the manager, and thereby would value all ideas (including the negative ones) at an 

average level. Hence, if information asymmetry is not completely mitigated, participants in the 

capital markets would be expected to undervalue some positive ideas and overvalue some 

negative ideas relative to the information available to the managers.  

The scenario described above bears a similarity to the economic theory of ‘the market for 

lemons’ used to explain the market consequences of information asymmetry and the adverse 

selection problem (Akerlof, 1970). To illustrate this theory, take, as an example, the market for 

used cars, where some used cars are of inferior quality (‘lemons’) and some of superior quality 

(‘peaches’). As a result of information asymmetry, the sellers would recognise which used cars 

are the lemons and which used cars are the peaches. The buyers, on the other hand, would not be 

able to distinguish the peaches from the lemons. Realising the possibility of ending up with a 

lemon, a buyer would only be willing to pay for a used car at a fixed price that averages the 

value between a peach and a lemon [i.e., (Ppeach + Plemon) ÷ 2 = Paverage]. This imperfect pricing 

can lead to two possibilities: 
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(1) Only the sellers of lemons will sell as the price for a lemon is lower than the fixed price 

(Plemon < Paverage); and  

(2) The sellers of peaches will be discouraged to sell and leave the market as the price for a 

peach is higher than the fixed price (Ppeach < Paverage). 

The above example illustrates how information asymmetry creates an adverse selection 

problem, which could ultimately drive the superior quality cars out of the market. The economic 

literature contemplates that the adverse selection problem could potentially lead to market failure 

(Akerlof, 1970; Levin, 2001). 

Research has scrutinised management earnings forecasts in the quest to obtain evidence 

relating to information asymmetry. McNichols (1989) provides evidence concerning information 

asymmetry by comparing stock prices to management earnings forecasts. Her purpose of making 

such comparison is to ascertain whether the information that the investors hold about a firm’s 

future earnings (as reflected in its stock price) is superior to that of the firm’s manager (as 

reflected in its management earnings forecast). Using a sample of management earnings 

forecasts in the period 1979-1983, McNichols documents that stock returns in the pre-forecast 

and forecast announcement period are positively associated with management earnings forecast 

errors. This positive association indicates that stock prices contain information beyond that 

reflected in management earnings forecasts. McNichols suggests two possibilities for this 

positive association documented between stock prices and management earnings forecasts: (1) 

the forecasts are biased in a directional or non-directional manner 5; and (2) investors have 

information about earnings that managers do not have. Her tests for directional and non-

                                                           
5  Directional bias occurs when management earnings forecasts are systematically upward biased 

(optimistic) or downward biased (pessimistic). Non-directional bias, on the other hand occurs when 
management earnings forecasts deviate from the managers’ true conditional expectation, but the 
deviations in the population have zero mean (McNichols, 1989). 
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directional bias reveal no evidence for the first possibility. Therefore, she proceeds with the 

conclusion that the positive association between stock prices and management earnings forecasts 

is more likely due to the latter (i.e., investors have access to some information about 

macroeconomic and industry conditions that managers do not). 

Coller and Yohn (1997) examine bid-ask spreads around quarterly management earnings 

forecasts. Their purpose is to provide empirical insights into what motivates managers’ decision 

to issue earnings forecasts, and how management earnings forecasts affect information 

asymmetry.  The bid-ask spreads over twelve-month and nine-day windows prior to the release 

of management earnings forecasts are scrutinised. For both windows, their results suggest that 

managers of firms that provide earnings forecasts (forecasting firms) are, on average, associated 

with greater information asymmetry (wider bid-ask spreads) than non-forecasting firms. In 

addition, they ascertain that the bid-ask spreads for the forecasting firms over the twelve-month 

window prior to the release of management earnings forecasts is increasing. However, the bid-

ask spreads in the nine days subsequent to the release of management earnings forecasts are 

significantly smaller than the spreads in the nine days prior to the release. Overall, their results 

imply that the decision to forecast, and the forecast itself, affect the extent of information 

asymmetry.  

While the aforementioned studies have established a relationship between management 

earnings forecasts and information asymmetry, prior studies have also investigated numerous 

implications of this relationship. One such implication relates to a firm’s cost of capital 

(Diamond and Verrecchia, 1991; Baiman and Verrecchia, 1996; Verrecchia, 1999; Rakow, 2010; 

Kim and Shi, 2011; Li and Yang, 2012; Cao, Myers, Tsang, and Yang, 2014). Using a sample of 

quarterly management earnings forecasts issued in the period 1994-2010, Li and Yang (2012) 
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determine that the market level cost of capital decreases with the disclosure of quarterly 

management earnings forecasts at the aggregate level. Cao et al. (2014) examine the effect of 

management earnings forecasts of firms from 31 countries on the cost of capital in the period 

2004-2009. They ascertain that the cost of capital for forecasting firms is, on average, lower than 

non-forecasting firms (i.e., negative relationship). Furthermore, Cao et al. find that this negative 

relationship is more pronounced for firms in countries with stronger investor protection and 

better information dissemination.  

Verrecchia (1999) examines whether voluntary disclosures, such as, management 

earnings forecasts, have an effect of reducing a firm’s cost of capital by mitigating information 

asymmetry. To understand the relationship between voluntary disclosures, information 

asymmetry and cost of capital, Verrecchia provides an economic timeline. Figure 2.1 presents 

this economic timeline, which begins with the following considerations: 

 An entrepreneur with the exclusive ownership over some production process (known as 

‘the firm’); 

 This entrepreneur requires $K capital and a manager to operate the firm; and 

 To achieve a fixed amount of capital $K, the portion of the firm sold to the public 

represents the firm’s cost of capital to the entrepreneur. 

Using the above considerations, Verrecchia (1999) illustrates how voluntary disclosures 

relate to the cost of capital. Specifically, given that the entrepreneur is committed to a level of 

financial disclosure at time 1 (see figure 2.1), potential equity holders are able to price the value 

of equity in the firm at time 2. The event that occurs at time 2 then allows the entrepreneur to 

issue a percentage of the firm shares in order to achieve a fixed amount of capital $K. This 
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Figure 2.1 

An economic timeline of the relation between corporate disclosures and the cost of capital 

 

 

 

Source: Verrecchia (1999, Figure 1, p. 273) 
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percentage, in principle, determines the entrepreneur’s cost of capital. That is, the cost of capital 

increases with the percentage of the firm shares sold to achieve $K of capital. Verrecchia (1999, 

p. 274) points out that: 

“The important feature of time 1 and 2 is that allowing potential equity 
holders the opportunity to price the firm based on the entrepreneur’s 
disclosure commitment links disclosure to the cost of capital. In the 
absence of this link, disclosure cannot affect the cost of capital and 
vice versa [emphasis added].” 

  
 

Verrecchia recommends that, if a firm wishes to achieve the lowest cost of capital at time 

2, the entrepreneur should make full disclosure at time 1 in order to mitigate information 

asymmetry. Achieving the lowest cost of capital at time 2 will, in turn, lead to greater liquidity 

and more efficient capital markets at time 5.  

Diamond and Verrecchia (1991) examine the effect of voluntary disclosures on the cost 

of capital through its effect on information asymmetry. Overall, their results confirm the results 

from Verrecchia (1999). That is, voluntary disclosures decrease the cost of capital by mitigating 

information asymmetry. In addition, they ascertain that the reduction in the cost of capital 

increases the future liquidity of the firm securities, and the extent of the reduction in the cost of 

capital is greater for larger firms than it is for smaller firms.   

 

Summary of the discussion 

The focal point of this discussion is to highlight the significance of management earnings 

forecasts in the capital markets. It discusses the effect of the forecasts on mitigating information 

asymmetry, and thereby solving the adverse selection problem. It also discusses how the capital 

markets can benefit from a reduction of information asymmetry, namely, decreases in the cost of 
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capital and increases in the future liquidity of the firm securities. The next part of the discussion 

examines the properties of management earnings in greater detail, which includes using a 

framework for management earnings forecasts developed by Hirst et al. (2008).   

 

2.2.2. A framework for management earnings forecasts 

Hirst et al. (2008) develop a framework to examine the properties of management 

earnings forecasts. Their framework is motivated by Wiedman (2000), where both voluntary and 

mandatory disclosures are characterised as having three components: (1) environment; (2) 

attributes; and (3) impact. Hirst et al. adapt the Wiedman (2000) framework to accord with 

management earnings forecasts. Specifically, they characterise management earnings forecasts as 

having three components: (1) antecedents; (2) forecast characteristics; and (3) forecast 

consequences, which roughly correspond to the timeline for the management forecasting process. 

Figure 2.2 provides a pictorial representation of this timeline (Hirst et al., 2008, p. 320). 

The timeline for the management forecasting process begins with the actual forecast 

decision itself. Hirst et al. (2008, p. 319) label the factors that determine the forecast decision as 

“antecedents”. Antecedents encompass the legal and regulatory environment (e.g., the Private 

Securities Litigation Reform Act of 1995 and Regulation Fair Disclosure of 2000 in the US), and 

the analyst and investor behaviour. Antecedents also encompass the attributes of the forecaster 

(e.g., information asymmetry, pre-commitment to disclosure, firm-specific litigation, managerial 

incentives, prior forecasting behaviour, and proprietary costs). Therefore, antecedents can be 

both external and internal factors surrounding the firm at the time when the manager issues 

earnings forecasts. Overall, Hirst et al. argue that antecedents influence various aspects of  
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Figure 2.2 

A framework for examining management earnings forecasts 

 

 

 

Source: Hirst, Koonce, and Venkataraman (2008, Figure 1, p. 320)  
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management earnings forecasts including, managers’ decision to issue earnings forecasts, the 

type of forecasts, and the channels through which the forecasts are disseminated. 

Once managers have decided to provide earnings forecasts, the second decision that 

follows relates to the properties of the forecasts. Hirst et al. (2008, p. 325) label the factors that 

shape the decision concerning the properties of the forecasts as “forecast characteristics”. 

Forecast characteristics include the form of the forecasts (e.g., point, range, and descriptive), the 

horizon (quarterly and annual), and the level of detail accompanying a forecast.  Hirst et al. note 

that forecast characteristics differ from antecedents in at least one important respect: managers 

have a greater control over forecast characteristics than antecedents, particularly in the short term 

(e.g., managers can choose whether the forecasts should be issued in point or range form, and 

they can choose the level of detail that accompanies the forecasts). 

The last element of the timeline that occurs after the managers have chosen the properties 

of their forecasts relates to the consequences from issuing a forecast. Hirst et al., (2008, p. 329) 

label this last element as “forecast consequences”.  Forecast consequences describe the outcomes 

after the forecasts have been issued. They capture features including, the market reactions to the 

forecasts (e.g., stock price changes), information asymmetry and cost of capital, earnings 

management, litigation risk, analyst and investor behaviour, and reputation for accuracy and 

transparency. Hirst et al. (2008, p. 332) argue that forecast consequences “are a function of 

antecedents and forecast characteristics. For example, management forecasts lead to greater 

earnings forecast revisions by analysts when they originate from firms with high prior forecast 

accuracy”.  

Viewing the literature through the lens of their framework, Hirst et al. yield three 

important implications for future research. First, Hirst et al. establish that the focus of the 
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management earnings forecasts literature has largely been centered around why managers decide 

to provide earnings forecasts and the consequences of such decision (e.g., Ajinkya and Gift, 

1984; Skinner, 1994; Stocken, 2000; Verrecchia, 2001). That is, the literature primarily focuses 

on the link between forecast antecedents and consequences (e.g., Bamber and Cheon, 1998). 

Hence, little attention has been placed in the literature on understanding the choices that 

managers make concerning the properties of the forecasts, once they have decided to issue 

earnings forecasts. Hirst et al. note that this lack of attention in the literature is surprising given 

that managers have the most control over forecast characteristics. Hirst et al. (2008, p. 316) argue 

that an examination of managers’ choices concerning forecast characteristics once the managers 

decide to issue earnings forecast is “an important direction for both theory development and 

empirical research”. 

Second, Hirst et al. conclude that there is a lack of attention on examining the interactions 

among antecedents or characteristics. Hirst et al. (2008, p. 317) point out: 

 “Managers with strong incentives tied to the firm’s stock price (a 
forecast antecedent) are viewed as issuing self-serving forecasts. What 
is less clear-cut, however, is how other factors might moderate the 
influence of these incentives. For example, does providing forecasts 
more frequently moderate the influence of incentives on how forecasts 
are viewed by market participants?” 

 

Hirst et al. argue that examining interactions among antecedents or characteristics is important 

because interaction tests are useful in reconciling the mixed findings from prior studies. The 

interaction tests achieve this by identifying whether the main-effect results still hold after certain 

moderators are incorporated. To further illustrate the benefits of examining interactions, consider 

the findings of Rogers and Stocken (2005) in relation to management earnings forecasts as an 

example. Roger and Stocken ascertain that managers of firms with high litigation risk are less 
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likely to issue optimistic forecasts (main effect). However, when their proxy for litigation risk is 

interacted with their proxy for the market’s ability to assess credible forecasts, they ascertain that 

the managers are more likely to issue optimistic forecasts (second-order effect). Hirst et al. (2008, 

p. 317) note that “careful consideration of other such interaction within and among antecedents, 

characteristics, and consequences could help establish important boundary conditions to main-

effect results”. 

Third, Hirst et al. (2008) point out that the literature has not fully recognised the multi-

period dimension, as well as the iterative nature of management earnings forecasts. That is, 

forecast consequences from one period can become antecedents for later periods, while the 

antecedents can, in turn, influence subsequent choices that managers make concerning forecast 

characteristics. For example, a manager with a bad news forecast in the current period (forecast 

characteristic) can expose the firm to litigation (forecast consequence). This forecast 

consequence may, in turn, determine the firm-specific litigation risk for the next period 

(antecedent). The firm-specific litigation risk can influence the way in which earnings forecasts 

are issued (forecast characteristic) (Brown, Hillegeist, and Lo, 2005; Cao and Narayanamoorthy, 

2005; Kasznik and Lev, 1995).  

Rakow (2010) uses the Hirst et al. (2008) framework to assess how, and to what extent, 

various properties of management earnings forecasts (forecast characteristics) influence a firm’s 

cost of capital (forecast consequence). His study is the first to empirically test the Hirst et al. 

(2008) framework. Using a sample of 10,477 quarterly forecasts (point and range) for 1,531 

firms, he finds that less specific forecasts, pessimistic forecasts, and forecasts that predict losses 

for the period increase a firm’s cost of capital. However, he finds that this increase in a firm’s 

cost of capital is attenuated with more timely and informative earnings forecasts. 
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Hirst et al. (2008) have surveyed a large volume of management earnings forecast studies 

within their framework. Nevertheless, these studies are conducted in a setting where the forecast 

decision is voluntary. Prior studies that have examined management earnings forecasts, where 

the forecast decision is not voluntary, ascertain interesting insights into managers’ forecasting 

behaviour (Herrmann, Inoue, and Thomas, 2003; Ota, 2006; Kato, Skinner, and Kunimura, 2009; 

Caton, Chan, Goh, and Yang, 2010; Muramiya and Takada, 2010; Ota, 2010; Aman, 2011; Baik, 

Choi, and Shim, 2011; Tokoro and Nagata, 2012). The empirical questions and findings from a 

sample of prior studies that examine management earnings forecasts in a setting, where the 

forecast decision is not voluntary, are discussed next. 

Kato, Skinner, and Kunimura (2009, p. 1604) examine the properties of management 

earnings forecasts in Japan, where “securities laws and stock exchange listing requirements 

effectively require that managers issue earnings forecasts but where managers have considerable 

latitude over the numbers they release”.6 Overall, their main findings suggest the following: 

 Managers’ earnings forecasts at the beginning of the fiscal year (initial forecasts) are 

systematically upward biased (optimistic), but the forecasts are revised downward during 

the fiscal year so that most earnings surprises are non-negative;  

 The initial forecast optimism is negatively related to prior firm performance, and is more 

pronounced for firms with a history of forecast optimism, higher levels of insider 

ownership, and smaller firms. Furthermore, the initial forecast optimism tends to persist 

from year to year; and 

                                                           
6  The term ‘effectively require’ is used in this context because nearly all managers of firms in Japan 

provide earnings forecasts, despite there being no specific legislation requiring the provision of the 
forecasts. Therefore, Kato et al. (2009, p. 1576) describe the provision of management earnings 
forecasts in Japan as “effectively mandated”. 
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 Forecast news is on average associated with stock returns, indicating that forecasts are 

informative in Japan. However, forecasts belonging to poorly performing firms and firms 

with a history of forecast optimism are less informative, indicating that market 

participants discount less credible forecasts. 

Managers’ high propensity to use downward forecast revisions to minimise the initial 

forecast optimism suggests that there is a reputation cost associated with reporting negative 

earnings surprises in Japan (Kato et al., 2009).  

Cho, Hah, and Kim (2011) obtain some empirical insights into the tendency of managers 

in Japan to issue optimistic earnings forecasts. Specifically, their research questions are:  

(1)  Does loss forecast avoidance explain why management earnings forecasts in Japan are 

systematically optimistic; and 

(2)  Do the investors take into consideration managers’ incentives to avoid forecasting losses 

when assessing management earnings forecasts?  

Using a sample of 17,710 firm-year observations in the period 1988-2005, their data 

reveal that the optimistic bias in management earnings forecasts is largely driven by managers’ 

incentives to avoid forecasting losses. In particular, they document 81.8 percent of loss-making 

firms that release zero or small positive earnings forecasts subsequently report actual losses. 

Although these firms constitute only 5.25 percent of the total sample, they note that these firms 

explain 61.6 percent of the optimistic bias in the forecasts. Furthermore, Cho et al. ascertain that 

the investors in Japan tend to discount the information in management forecasts released by loss 

forecast avoiding firms, and that the investors further discount the information in the forecasts as 

the number of years for loss forecast avoidance increases.  
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Herrmann, Inoue, and Thomas (2003) examine whether managers of firms in Japan 

manage actual earnings by using income from the sale of fixed assets and market securities in 

order to meet their earnings forecasts. They suggest that this behaviour is motivated by Japan’s 

strict regime against insider trading practices. The insider trading regulation prescribes 

(Herrmann et al., 2003, p. 92): 

 “if the difference between management’s forecast of net income and 
published net income is greater than 30%, any trading of the 
company’s stock by related parties, either before earnings are 
announced or before a revised management forecast is issued, is 
considered to be insider trading.”  
 

Herrmann et al. suggest that managers of firms in Japan can avoid forecast revisions and 

potentially costly insider trading investigations, by maintaining the difference between actual and 

initial forecast earnings within the 30 percent requirement.7 They find that when current actual 

operating income is below (above) the annual forecasts of operating income, managers of firms 

in Japan tend to increase (decrease) earnings through the sale of fixed assets and marketable 

securities. These findings hold after controlling for expected future performance, financial 

leverage, size, growth, and income from the sales of assets in the prior year.  

Ota (2010) analyses the value relevance of management earnings forecasts in Japan by 

investigating whether management earnings forecasts influence analysts’ forecasting behaviour. 

Using the Ohlson (2001) valuation framework, in which firm value is expressed as a function of 

book value, current earnings and expected earnings for year t+1, he finds that managers’ 

expected earnings for the following year exhibit the highest correlation and incremental 

                                                           
7  However, they do not conduct empirical tests to investigate whether managers’ incentives to minimise 

the difference between realised and initial forecast earnings is driven by managers’ incentives to avoid 
potentially costly insider trading investigations. 
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explanatory power with share price. In addition, he finds that more than 90 percent of variations 

in analysts’ forecasts can be explained solely by management earnings forecasts in Japan. 

Overall, his findings suggest that management earnings forecasts provide the market and 

financial analysts with useful and relevant information in Japan. 

Muramiya and Takada (2010) investigate the relationship between the accuracy of 

management earnings forecast and the effectiveness of internal control in Japan. Their study is 

motivated by Feng, Li, and McVay (2009), where firms reporting internal control weaknesses in 

accordance with the Sarbanes-Oxley Act (SOX) are found more likely to report less accurate 

earnings forecasts than firms that do not report such weaknesses. Their objective is to determine 

if such a result applies to Japan, where the disclosure of management earnings forecasts is 

effectively mandated. Overall, their results indicate that managers of firms in Japan are less 

likely to issue accurate earnings forecasts, when the firms disclose internal control deficiencies 

and restate their financial highlights.  

 

Summary of the discussion 

Given the disclosure of management earnings forecasts in Japan is effectively mandated, 

the effect of antecedents within the Hirst et al. (2008) framework is assumed to be relatively 

insignificant in Japan. Therefore, management earnings forecast studies in Japan have largely 

been focused on forecast characteristics and their likely consequences. Hirst et al. (2008, p. 316) 

highlight the potential contribution that these prior studies can make to the voluntary disclosure 

literature, where research has largely focused on antecedents and forecast consequences (e.g., 

Ajinkya and Gift, 1984; Skinner, 1994; Stocken, 2000; Verrecchia 2001). In a similar vein, this 

thesis provides a contribution to the voluntary disclosure literature by using the unique setting for 
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management earnings forecasts in Japan. Specifically, this thesis investigates the effect of 

earnings management constraints on the earnings surprises arising from management earnings 

forecasts in Japan. To date, there has been little consideration given to the effect of audit quality 

and accounting flexibility on management earnings forecasts in Japan and elsewhere outside of 

Japan. The next section discusses the literature relating to the two streams: (1) the relation 

between audit quality and corporate disclosures (including management earnings forecasts); and 

(2) the relation between accounting flexibility and voluntary corporate disclosures. 

 

2.3. Audit quality and corporate disclosures 

This section first discusses the literature that examines the role of auditing in financial 

reporting. A review that covers a broad spectrum of the literature may provide important cues for 

explaining how audit quality can also influence management earnings forecasts, especially when 

auditors do not provide audit-level attestation of such disclosure. This review is then followed by 

a discussion of the literature on the effect of audit quality on voluntary disclosures and 

management earnings forecasts, respectively. 

 

2.3.1. The role of auditing in financial reporting 

Ng (1978) uses the information economics framework to evaluate alternative reporting 

systems and to establish the function of, and the demand for, auditing. He establishes that 

external auditing provides two primary functions: (1) it serves as an effective detection 

mechanism by indicating whether a firm’s reporting policy conforms to generally accepted 

accounting principles; and (2) it serves to limit optimistic reporting bias. 
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Blazenko and Scott (1986, p. 69) tailor a model based on an Arrow-Debreu contingent 

claims production economy8 to investigate whether auditing moderates information asymmetry 

that exists in financial reporting between managers and consumer-investors. They argue that 

information asymmetry in financial reporting arises when the consumer-investors cannot observe 

either the output of the firm or “state realisation” (p. 90), while the managers can. They note that, 

without auditing, “the manager of a firm may bias his report of state realisation and hence the 

returns to security investors” (p. 90), which can inhibit the development of the markets for firms’ 

securities. Therefore, they conclude that the role of auditing is to “probabilistically discover any 

behaviour not in the interests of shareholders, and thereby enhance the quality of the firm’s 

securities” (p. 90). 

Teoh and Wong (1993) examine the effect of audit quality on the credibility of financial 

reporting. Their study is motivated by the lack of research on the relation between audit quality 

and the credible reporting of earnings. Using the modified Holthausen and Verrecchia (1988) 

model, they ascertain that firms with higher-quality auditors have significantly larger earnings 

response coefficients (ERC), than firms with lower-quality auditors. Therefore, they argue that 

the financial reports of firms with higher-quality auditors are more credible than firms with 

lower-quality auditors. 

Francis, Maydew, and Sparks (1999) investigate the role of higher-quality auditors in the 

credible reporting of accruals. As firms with higher levels of accruals have been perceived to 

have a greater scope for opportunistic earnings management, Francis et al. argue that these firms 

are more likely to select a Big 6 auditor in order to signal that their reported earnings are more 

credible. Using a sample of NASDAQ firms for the period 1975-1994, they find that the 

                                                           
8  This is a general equilibrium model of a production economy. See Blazenko and Scott (1986) for a 

detailed analysis of this model.  
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likelihood of firms choosing a Big 6 auditor increases with the firms’ endogenous propensity for 

accruals. They also find that firms audited by a Big 6 auditor have lower estimated discretionary 

accruals. Overall, their findings are consistent with the argument that higher-quality auditors 

having a greater ability to constrain opportunistic reporting of accruals. 

Gibbons, Salterio, and Webb (2001) investigate the negotiation power of external 

auditors with their clients. They develop a negotiation process model, whereby various 

accounting contextual features that influence the negotiation setting are taken into consideration. 

This model is used to structure a field questionnaire, which was completed by 93 international 

public accounting firm audit partners with at least 10 years’ experience. From their analysis, 

three conclusions on auditing and the financial reporting process are derived: (1) accounting 

negotiation can materially influence the financial reporting process; (2) negotiations are a normal 

part of the senior auditors’ practice; and (3) when negotiations occur, they are essential to the 

parties involved. 

 

2.3.2. The effect of audit quality on voluntary disclosures 

Brown and Pinello (2007, p. 947) examine how, and to what extent, the financial 

reporting process curb the “earnings surprise games”.9 Specifically, they hypothesise that annual 

reporting is more effective than interim reporting, at curbing the earnings surprise games because 

it is subject to an independent audit and more rigorous expense recognition rules. Their results 

confirm this hypothesis. That is, relative to interim reporting, annual reporting reduces the 

likelihood of upward earnings management and, to a lesser extent, of negative earnings surprise 

avoidance. However, they document that annual reporting increases the magnitude of downward 
                                                           
9  Earnings surprise games occur when managers strategically engage in mechanisms (such as, upward 

earnings management and/or downward earnings expectation adjustments) so that realised earnings do 
not fall below forecast earnings (i.e., negative earnings surprises) (Brown and Pinello, 2007). 
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earnings expectation adjustments, indicating that annual reporting influences managers to 

substitute upward earnings management for downward earnings expectation adjustments. 10 

While Brown and Pinello do not directly examine the effect of auditing, their findings are 

consistent with the argument that auditing affects voluntary disclosures by influencing annual 

reporting. 

Behn, Choi, and Kang (2008) investigate whether audit quality improves the 

predictability of accounting earnings by analysing the properties of analysts’ earnings forecasts. 

They ascertain that analysts’ earnings forecasts are more accurate and less dispersed for firms 

audited by a Big 5 auditor. That is, audit quality enhances the quality of analysts’ earnings 

forecasts. Behn et al. also examine the properties of analysts’ earnings forecasts for firms audited 

by industry specialist auditors. Using their Big 5 and non-Big 5 auditor samples, they find 

analysts’ earnings forecasts are more accurate and less dispersed for firms audited by industry 

specialist auditors in the non-Big 5 sample. Overall, their evidence supports the argument that 

higher audit quality (i.e., Big 5 auditors and non-Big 5, industry specialist auditors) is associated 

with better performance in analysts’ forecasting. 

Motivated by the previous SEC Chairman’s concerns about the incentive for managers 

and analysts in minimising analysts’ forecast errors, Payne (2008) examines whether audit 

quality based on auditor industry specialisation influences this incentive. He argues that audit 

                                                           
10  Brown and Pinello (2007) perform a sensitivity analysis to strengthen the evidence that upward earnings 

management and downward earnings expectation adjustments are substitute mechanisms managers use 
to succeed at the earnings surprise game. In particular, they isolate firm-years exhibiting both earnings 
management and downward expectation adjustments in interim quarters, but only downward 
expectation adjustments in the fourth quarter, where upward earnings management is constrained by the 
more rigorous annual reporting process.  

  They predict that firms will engage in both upward earnings management and downward 
expectation adjustments in the interim quarters, but only in downward expectation adjustments (and to a 
greater extent) in the fourth quarter due to the more rigorous annual reporting process. Their results 
show that the mean downward expectation adjustments is greater for the fourth quarter than for interim 
quarters, supporting their argument that managers use upward earnings management and downward 
earnings expectation adjustments as substitute mechanism in order to avoid negative earnings surprises. 
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quality can influence managers’ incentives to minimise analysts’ forecast errors because higher-

quality auditors are more likely to be associated with financial statements that report reduced 

absolute levels of discretionary accruals. His results show that industry specialist auditors (as 

measured by the market share of clients within a particular industry) are associated with reported 

earnings that increase absolute levels of analysts’ forecast errors (i.e., these firms are less likely 

to just meet or beat analysts’ forecasts).  

Dunn, Mayhew, and Morsfield (2000) examine the association between auditor industry 

specialisation and the quality of client disclosure. Using analysts’ ranking of disclosure quality, 

they find a positive association between industry specialist auditors and the quality of client 

disclosure in unregulated industries, while no evidence of such association is ascertained for 

regulated industries. Consistent results are obtained using alternative measures of auditor 

industry specialisation.   

 

2.3.3. The effect of audit quality on management earnings forecasts 

Davidson and Neu (1993) examine the association between audit firm size and audit 

quality. Their purpose is to address the difficulty in measuring audit quality that has led to audit 

firm size commonly used in prior studies as the surrogate measure (e.g., DeAngelo, 1981; Becker, 

DeFond, Jiambalvo, and Subramanyam, 1998). They propose that, instead of using audit firm 

size, audit quality can be measured based on the extent of the difference between management 

forecast earnings and the reported audited earnings. As firms with higher (lower) audit quality 

have less (more) opportunity to manage earnings, these firms are more likely to report a greater 

(smaller) extent of the difference. Nevertheless, it is important to note that the validity of this 

proposition is based on the following maintained hypothesis (Davidson and Neu, 1993, p. 481): 
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“[…] forecasts reflect management’s best estimate of future earnings 
at the time the forecast is disclosed. Note that implicit within this 
maintained hypothesis is the assumption that auditor quality will have 
no effect on the quality of the forecast since the forecast already 
represents management’s best estimate of future earnings.”  

 
 

Davidson and Neu (1993, p. 481) further validate this maintained hypothesis and the 

corresponding implicit assumption with the following justifications: 

“First, as Clarkson et al. (1992) observe, institutional constraints exist 
to prevent misrepresentations and to ensure that forecasts are accurate. 
Second, forecasts are not audited. Therefore, since the role of the 
public accountant is limited to reviewing the reasonableness of the 
forecast assumptions (CICA, 1983), it seems unlikely that higher-
quality audit firms would have incentives to perform higher-powered 
tests in a nonattest situation, especially if forecasts tend to be truthful.”  

 

Although managers may not have the incentive to misrepresent their earnings forecasts at 

the time of disclosure, managers may still have the incentive to provide accurate forecasts. The 

reason is that the release of accurate forecasts “gives investors a more favorable assessment of 

the manager’s ability to anticipate economic environment changes and to adjust production plans 

accordingly” (Trueman, 1986, p. 53). For this reason, Davidson and Neu argue that managers 

have the incentive to minimise the difference between forecast and reported audited earnings at 

the time the actual results are calculated.   

Their data are based on the prospectuses for 112 firms listed on the Toronto Stock 

Exchange over the period 1983-1987, which include earnings forecasts for the following year. 

The Ontario Securities Commission in Canada requires earnings forecasts included in the 
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prospectuses to be reviewed by external auditors.11 To measure forecast accuracy, a relative 

prediction error (RPE)12 is used as the response variable for their model estimated using the 

Ordinary Least Squares (OLS) regression. RPE is calculated as: 

RPE = │ (Forecast Earnings – Reported Earnings) / Forecast Earnings│ 

After controlling for client characteristics, such as, risk, forecast horizon, and firm size in 

their model, their results show that firms audited by larger audit firms are more likely to report 

larger RPE, indicating that firms’ ability to manage earnings toward earnings forecasts is 

constrained by higher-quality audit firms (i.e., larger RPE implies higher audit quality).  

While their study provides evidence consistent with prior studies (e.g., DeAngelo, 1981), 

there are several caveats. First, their maintained hypothesis (as described above) suggests that 

higher-quality auditors increase RPE solely through their effect on reported earnings. This 

suggestion may not be valid as prior studies have shown that, because of the moral hazard theory, 

higher-quality auditors can also affect RPE through their direct effect on forecast earnings 

(McConomy, 1998). The maintained hypothesis also suggests that managers do not have the 

incentive to misrepresent their earnings forecasts. This suggestion may also be invalid as prior 

studies have established that managers may not always be truthful with their earnings forecasts. 

For example, Rogers and Stocken (2005) demonstrate that managers tend to misrepresent their 

earnings forecasts when it is more difficult for investors to detect the misrepresentation. 

Davidson and Neu do not go further by conducting empirical tests to verify the validity of their 

maintained hypothesis. Therefore, if the contradictory evidence from the aforementioned prior 

                                                           
11  However, Davidson and Neu (1993, p. 482) note that “these review procedures are limited in scope and 

are intended to ensure the assumptions used in preparing the forecasts are reasonable”. 
12  The variable is transformed by taking the natural logarithm as their diagnostic tests show that it allows 

the model to fit the data better. 
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studies applies (and thereby, invalidating the maintained hypothesis), then it may threaten the 

internal validity of their study. 

Second, their findings suggest a positive relation between audit quality and the magnitude 

of RPE (i.e., higher-quality auditors are associated with less accurate earnings forecasts). They 

assume that this positive relation is because auditors constrain managers’ ability to use upward 

earnings management. Nevertheless, they do not conduct empirical tests to verify this 

assumption about the positive relation. Therefore, they cannot rule out the possibility that other 

factors unrelated to earnings management could have contributed to the larger RPE for firms 

with higher-quality auditors.  

Third, they do not consider the endogenous relationship between audit quality and RPE. 

Specifically, they assume that higher audit quality results in larger RPE (i.e., less accurate 

earnings forecasts). However, it is also plausible to argue that managers of firms with larger RPE 

are more likely to select higher-quality auditors, in order to signal to investors that their earnings 

forecasts are more credible (i.e., the choice of higher-quality auditors is not exogenous) (Francis 

Maydew, and Sparks, 1999). Failure to control for such selection bias can result in inconsistent 

parameter estimates in their regression (Maddala, 1983; 1991).  

McConomy (1998) examines the effect of auditing on the bias and accuracy of 

management earnings forecasts in initial price offering (IPO) prospectuses of Canadian firms. 

Canada is unique because the auditors have been required to provide audit-level assurance for 

management earnings forecasts included in IPO prospectuses since 1989. McConomy extends 

Davidson and Neu (1993) by examining the effect of audit quality on the quality of management 

earnings forecasts following a fundamental shift in auditors’ responsibility for management 

earnings forecasts (i.e., from review to audit-level assurance). 
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Several univariate tests and multivariate regressions are conducted using a sample of 192 

management earnings forecasts (107 reviewed and 85 audited forecasts) included in IPO 

prospectuses of Ontario firms during the period 1983-1994. His analyses reveal: (1) audited 

earnings forecasts are less optimistic than reviewed forecasts; (2) the optimistic bias in the 

reviewed forecasts decreases following the introduction of the 1989 (July) regulation that 

required the forecasts to be audited; and (3) the overall accuracy of the management earnings 

forecasts does not improve significantly. McConomy (1998, p. 172) provides the following 

implication from his findings: 

“To the extent that the goal of the introduction of an audit requirement 
for management earnings forecasts was to curb the overly optimistic 
forecasting behavior of management, the audit requirement was 
successful. To the extent that the goal was to improve overall forecast 
accuracy, the new requirement has not had the expected impact.” 

 

He suggests the decreased forecast optimism is due to the moral hazard theory. This 

theory implies that the audit effort would increase the likelihood of the auditors in detecting any 

potential bias in management earnings forecasts (i.e., the audit effort on management earnings 

forecasts decreases moral hazard on the part of the managers to bias the forecasts).  

Furthermore, McConomy considers whether his findings are affected by the self-selection 

bias. In particular, he argues that the implementation of the 1989 regulation, which requires 

management earnings forecasts to be audited, may have an unexpected effect of discouraging 

managers with a history of issuing optimistic forecasts from providing earnings forecasts in the 

future. Nonetheless, his univariate results have ruled out this possibility as the results show that 

there are more audited forecasts included in the IPO prospectuses from 1989 to 1994 (i.e., after 

the 1989 regulation) than reviewed forecasts in the IPO prospectuses from 1983 to 1989.  
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Clarkson (2000) examines the relationship between audit quality and the accuracy of 

management earnings forecasts. The purpose of his research is to contribute to the understanding 

of this relationship by extending Davidson and Neu (1993) and McConomy (1998). Clarkson 

makes several improvements to the Davidson and Neu (1993) model. First, additional controls 

for business risk are incorporated in the regression model. Second, his analysis is carried out in 

two distinct periods: (1) when auditors are required to provide review-level assurance of 

management earnings forecasts included in IPO prospectuses (review-level assurance period); 

and (2) when auditors are required to provide audit-level assurance of the forecasts included in 

IPO prospectuses (assurance-level assurance period). He argues that this period-to-period 

analysis is important as it captures how the shift in the fundamental responsibility of the auditors 

in relation to management earnings forecasts can affect the relationship between audit quality 

and forecast accuracy. 

Using 96 and 81 management earnings forecasts included in IPO prospectuses of firms 

listed on the Toronto Stock Exchange for the review-level assurance period (1984-1987) and the 

audit-level assurance period (1992-1995), respectively, he obtains the following results:  

 After incorporating additional controls for business risk, the relationship between audit 

quality and forecast accuracy is no longer significant in the review-level and audit-level 

assurance periods.  

 In respect of the audit-level assurance period, a significantly negative relationship 

between forecast accuracy and audit quality is documented using a more refined model. 

In addition, Big 6 auditors are associated with smaller RPE (i.e., more accurate forecasts) 

than non-Big 6 auditors.  
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 In respect of the review-level assurance period, the relationship between audit quality and 

forecast accuracy is significantly positive, when the RPE is based on earnings before 

taxes and extraordinary items. When the RPE is based on earnings after extraordinary 

items, the relationship is no longer significant. 

His findings provide several implications for the relationship between audit quality and 

management forecast accuracy. First, as his results suggest that business risk is an important 

determinant of forecast accuracy, proper and more comprehensive controls for business risk 

should be considered when examining the relationship between audit quality and management 

forecast accuracy. Second, the quality of management earnings forecasts can be enhanced by 

increasing auditors’ responsibilities for the forecasts. Third, the choice of earnings base to 

calculate RPE (i.e., earnings before taxes and extraordinary items or earnings after extraordinary 

items) can materially affect the results. 

Hartnett (2006) examines the effect of the quality and nature of audit services (as 

measured by audit firm size and the level of audit engagement, respectively) on the bias of 

management earnings forecasts, using the unique IPO setting in Australia13. He compares the 

nature of the bias between two types of forecasts: (1) management earnings forecasts; and (2) 

naïve forecasts estimated based on the random walk model using ‘normalised’ historic earnings 

data.14 This comparison provides the basis for Hartnett to develop three models to examine the 

effect of the quality and nature of audit services on management forecast bias. Specifically, the 

first model is based on management earnings forecasts, while the remaining two are naïve 

                                                           
13  The Australian IPO setting is unique due to the fact that “there is no legal restriction on the type of firm 

that might include a forecast in their prospectus, nor any legal directive on the need for, or level of, 
audit assurance” (Hartnett, 2006, p. 370). 

14  Normalised historic earnings data are provided in IPO prospectuses of firms in Australia, and are 
historic earnings adjusted or restated to reflect assumptions concerning the representativeness of prior 
period results to future results. A reason for using the normalised historic earnings data is to ensure that 
these earnings are comparable and consistent with future business activities. 
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forecast models: (1) the naïve forecast model based on the simple random walk assumption; and 

(2) the naïve forecast model based on the random walk assumption adjusted for ‘drift’, which is 

defined as “the geometric average annual growth factor observed between that year’s and the 

second previous year’s results” (Hartnett, 2006, p. 377). 

Using a sample that consists of 90 forecasts in Australian IPO prospectuses for the period 

1991-1996, he ascertains no overestimation bias across the three forecast models. However, his 

evidence indicates underestimation bias across the three forecast models. In addition, he finds 

that audit quality is negatively associated with the optimistic bias in management earnings 

forecasts as well as the naïve forecasts. That is, managers of firms audited by Big 5 auditors are 

more likely to issue less optimistically biased earnings forecasts. However, he does not find 

evidence that the level of audit engagement (a measure for the nature of audit services) 

influences forecast bias. 

Chin, Tsao, and Chi (2007) examine the association between the quality of management 

earnings forecasts and the purchase of non-audit services from the incumbent auditors. Their 

objective is to determine whether the provision of non-audit services impairs auditor 

independence, which in turn, affects the quality of management earnings forecasts in Taiwan. 

They note that the setting for management earnings forecasts in Taiwan is unique compared to 

other countries, such as, the UK and US, because external auditors are required to review 

management earnings forecasts in Taiwan.   

They hypothesise that the quality of management forecasts is lower (i.e., more optimistic 

and less accurate) for firms with a higher ratio of non-audit services because these firms are 

associated with lower audit quality. Based on a sample of 254 firms in Taiwan for the period 

2002-2003, they obtain evidence that provides support for their hypothesis. 
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2.4. Accounting flexibility and voluntary corporate disclosures 

Prior studies examine how various factors determine the accounting flexibility of a firm. 

Becker et al. (1998) examine the relationship between audit quality and earnings management. 

Using a multivariate setting on a sample of 12,576 firm-year observations, they document that 

firms with non-Big 6 auditors report significantly higher discretionary accruals than the 

discretionary accruals reported by firms with Big 6 auditors. In addition, they scrutinise the 

variation in the discretionary accruals, as “such variation reflects the accounting flexibility that 

the auditor has allowed” (Becker et al., 1998, p. 7). They ascertain that firms with non-Big 6 

auditors (i.e., lower audit quality) are significantly associated with larger variation in 

discretionary accruals than firms with Big 6 auditors, indicating that firms with higher (lower) 

audit quality are related to lower (higher) accounting flexibility. 

Klein (2002) investigates whether independent boards of directors and audit committees 

are factors that affect the accounting flexibility of a firm (as measured by the level of abnormal 

accruals). She finds that firms with independent boards of directors and audit committees have 

lower ability to manage earnings (i.e., firms with stronger corporate governance are associated 

with lower accounting flexibility). In addition, she finds that the negative relationship between 

corporate governance and accounting flexibility is more pronounced, when either the board of 

directors or the audit committees comprise a minority of outside directors. Overall, her results 

provide evidence consistent with the argument that independent boards of directors and audit 

committees are effective earnings management constraints.  

As an additional test, Kasznik (1999) investigates whether differences in accounting 

flexibility explain cross-sectional variation in the magnitude of discretionary accruals that is 

incremental to the expected costs of forecast errors. To proxy for accounting flexibility, he uses 

the change in total accruals in the year prior to the forecast year. He predicts that managers of 
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firms with more accounting flexibility can reduce their forecast errors more so than can 

managers of firms with less accounting flexibility (i.e., a negative relationship between lagged 

changes in accruals and the magnitude of discretionary accruals). To test this prediction, he re-

estimates his main model using the OLS regression, with lagged changes in accruals added as an 

additional explanatory variable. His results indicate that, conditional on the expected costs of 

forecast errors, managers who overestimate earnings are more likely to manage reported earnings 

toward their forecasts to a greater extent when they have more accounting flexibility.  

While the prior studies, as discussed above, demonstrate how the levels of accruals 

provide an implication of the accounting flexibility for a firm, recent studies suggest that the 

levels of accruals can also carry other important implications. For instance, Gong, Li, and Xie 

(2009) argue that, in an uncertain operating environment, managers’ ability to assess the future 

prospects for their firms is imperfect (i.e., managers are more likely to make substantial 

judgemental errors). They argue that this imperfection is expected to affect the levels of accruals 

generation as well as earnings projection. In particular, they hypothesise that management 

earnings forecasts are optimistic (pessimistic) when accruals are relatively high (low).  

Consistent with this hypothesis, they ascertain a positive association between 

management forecast errors for year t+1 and the levels of accruals for year t. This positive 

association is more pronounced for firms operating in more uncertain business environment and 

for firms in industries exhibiting greater covariation between accruals and growth-related 

activities (i.e., firms with higher cash flow volatility, higher sales growth volatility, or longer 

operating cycles).  

Barton and Simko (2002) investigate whether accounting flexibility for the current period 

is correlated with the extent of earnings management in the prior period (previous earnings 
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management). They argue that previous earnings management corresponds to managers’ liberal 

application of Generally Accepted Accounting Principles (GAAP) (and their implementation 

guidelines) in deriving previous earnings. In particular, previous earnings derived under a liberal 

application of GAAP would be more optimistically biased than previous earnings derived under 

a neutral application of GAAP, as more accruals are being recognised. Due to the reversing 

nature of accruals, managers’ liberal application of GAAP to derive earnings in one period 

reduces their ability to continue making liberal applications of GAAP to derive earnings in 

subsequent periods (Hunt, Moyer, and Shevlin, 1996; Abarbanell and Lehavy, 2001). 

They propose that the extent of previous earnings management for a firm is indicated by 

its balance sheet. Barton and Simko (2002, p. 1) argue: 

“The balance sheet accumulates the effects of previous accounting 
choices, so the level of net (operating) assets partly reflects the extent 
of previous earnings management.” 

 

 To illustrate their argument, consider the scenario, where a manager wishes to overstate 

earnings for year t. In addition, assuming the only strategy available for the manager to overstate 

earnings for year t is the recognition of bad debt expenses (an income statement item) in the 

allowance account (a balance sheet item). Therefore, the manager would have to recognise lower 

than necessary bad debt expenses in the allowance account for year t. This conservative 

recognition of bad debt expenses in the allowance account for year t would require a higher 

recognition of bad debt expenses in the allowance account for year t+1. Given the manager is 

required to recognise more bad debt expenses in year t+1, the accounting flexibility of the 

manager to overstate earnings for year t+1 reduces. 
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The abovementioned example highlights the articulation between the income statement 

and the balance sheet. Barton and Simko argue that this articulation ensures that accruals 

reflected in earnings also are reflected in net operating assets. Therefore, they propose that the 

extent of previous earnings management can be estimated using the beginning balance of NOA 

relative to sales to proxy for the extent of previous earnings management, where NOA is defined 

as shareholders’ equity less cash and marketable securities, plus total debt. The way the NOA is 

defined implies that the measure mainly consists of accrual-based measures of net assets used in 

operations. Furthermore, the measure is consistent with the assumption that firms with overstated 

NOA at the beginning of year t are less efficient at generating a given level of sales than firms 

with understated NOA.  

To provide evidence that NOA captures the extent of previous earnings management, 

they analyse the cumulative levels of income-increasing accruals across five quintiles of NOA 

for a sample of 35,950 firm-quarters in past 20 quarters. This analysis reveals that the income-

increasing accruals accumulated over up to the past 20 quarters are larger for firms in the upper 

quintile of NOA than for firms in the lower quintile of NOA. Overall, this analysis provides 

evidence to support the argument that “prior optimistic accounting choices are associated with 

larger levels of net operating assets relative to sales” (Barton and Simko, 2002, p. 9). 

In their main analysis, the generalised ordered logit model is used to test whether the 

likelihood of reporting larger positive or smaller negative earnings surprises decreases with the 

extent to which NOA is already overstated on the balance sheet. Using the odds of reporting an 

earnings surprise of a predetermined benchmark as the response variable, they find that, 

consistent with their hypothesis, a standard-deviation increase in the beginning balance of net 

operating assets relative to sales results in a 7.7 percent decrease in the odds of at least meeting 
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or beating analysts’ forecasts. In addition, they conduct several additional tests: (1) using the 

OLS regression to estimate their main model; (2) separating NOA into current and long-term 

components; (3) controlling for industry and fiscal-quarter effects; (4) using alternative 

definitions of earnings surprises; and (5) removing loss firms or firms reporting special items. 

The results of these additional tests are generally consistent with their main results. 

DeFond (2002) discusses several contributions by Barton and Simko to the earnings 

management literature. For instance, a contribution that Barton and Simko make relates to their 

suggestion of how the fundamental characteristic of the double-entry accounting system, linking 

the balance sheet with the income statement, could potentially serve as a constraint to earnings 

management. DeFond notes that this is an important contribution because most prior studies have 

largely focused on the income statement implications, rather than the balance sheet implications, 

of managed earnings, and how forces that are outside of the accounting process, such as, auditing 

and litigation, affect managers’ ability to manage earnings. However, DeFond highlights several 

limitations in the Barton and Simko (2002) study.  

First, DeFond questions the construct validity of using the beginning balance of NOA 

relative to sales to measure the extent of previous earnings management imposed by the balance 

sheet. DeFond (2002, p. 30) argues that the beginning balance of NOA relative to sales may have 

actually been capturing “whether net assets (relative to sales) tend to be relatively large 

compared to the population”, rather than asset overstatements or the extent of previous income-

increasing earnings management.  

Second, DeFond points out that Barton and Simko do not consider the expected 

magnitude of NOA. Without considering the expected magnitude of NOA, it is difficult to 

determine the point, after which NOA would be considered unusually large. If it is difficult to 
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determine such a point, then it would be difficult to establish whether the overstated NOA is 

because of the firms having had engaged in previous earnings management to a greater extent, or 

systematic variations in NOA across industries that are unrelated to earnings management.  

Third, DeFond argues that Barton and Simko have not sufficiently controlled for firm 

performance. This is an important limitation because their measure of previous earnings 

management (i.e., the beginning balance of NOA relative to sales) is simply the inverse of the 

asset turnover ratio, which is typically used to measure firm performance.  

Despite these limitations, several studies have adopted the balance sheet approach by 

adapting the NOA measure for the extent of previous earnings management in multiple settings. 

For example, Chen (2004) investigates whether accounting flexibility, among other factors, may 

explain why managers fail to meet their own earnings forecasts. Using the beginning balance of 

NOA relative to sales as the measure for accounting flexibility, she ascertains evidence 

suggesting that managers of firms with lower accounting flexibility for upward earnings 

management are more likely to miss their own earnings forecasts than managers with higher 

accounting flexibility. Apart from accounting flexibility, she also finds that managers’ 

experience at forecasting and a firm’s exogenous shock explain why managers fail to meet their 

own earnings forecasts. Furthermore, her analysis reveals that the market’s reaction (as measured 

by stock prices) to firms missing and beating their forecasts is asymmetric. That is, she finds that 

the magnitude of stock price fluctuations to managers who fail in meeting or beating their 

forecasts is larger than managers who succeed in meeting and beating their forecasts.  

Smith (2005) extends Barton and Simko by examining the relationship between the 

balance sheet constraint and investors’ response to subsequent earnings surprises. As Barton and 

Simko have shown how the balance sheet provides information about the extent to which 
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earnings management is constrained, Smith argues that rational investors would recognise such 

information and use it to evaluate the quality of subsequent earnings surprises. He classifies 

firms based on their managers’ ability to manage earnings toward the desired earnings thresholds. 

Specifically, managers with greater (lower) ability to manage earnings toward the desired 

earnings thresholders are classified as ex ante flexible (ex ante constrained) firms. He argues that 

the subsequent earnings surprises of ex ante constrained firms are more likely to be the result of 

real, rather than opportunistic, performance. However, he argues that it is less apparent whether 

the subsequent earnings surprises of ex ante flexible firms are the result of real or opportunistic 

performance. He predicts that if investors use the constraint information from the balance sheet 

to infer the quality of subsequent earnings surprises, then investors should have a stronger 

reaction to subsequent earnings surprises that are reported by ex ante constrained firms than 

subsequent earnings surprises reported by ex ante flexible firms.  

Using earnings announcement day returns, he finds evidence to support his argument (i.e., 

investors’ responses to the quality of subsequent earnings surprises generally depend on the 

extent to which earnings management is constrained, as inferred by the balance sheet). 

Specifically, his analysis shows that the abnormal earnings announcement day returns are higher 

for ex ante constrained firms with small positive earnings surprises (defined as the reported EPS 

deviates from analysts’ consensus EPS for firm i in quarter t by 0 to 2 cents) than ex ante flexible 

firms. However, he ascertains marginal evidence that the abnormal earnings announcement day 

returns are higher for ex ante constrained firms with small negative earnings surprises than ex 

ante flexible firms. 

Kim (2011) investigates how accounting flexibility influences managers’ forecasting 

behaviour prior to seasoned equity offerings (SEO). Specifically, he argues, due to the threat of 
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litigation risk, managers would be more willing to make voluntary disclosures and issue 

optimistic earnings forecasts prior to SEOs, only if the managers can subsequently manage 

reported earnings that deliver their expectations. Therefore, he hypothesises that managers of 

firms with lower (higher) accounting flexibility are less (more) likely to make voluntary 

disclosures and issue optimistic earnings forecasts. 

To examine the effect of accounting flexibility on managers’ forecasting behaviour prior 

to the announcement of SEOs, Kim (2011) focuses on three aspects of management earnings 

forecasts: (1) the issuance of earnings forecasts; (2) the news content; and (3) forecast specificity 

(e.g., point vs. range). In addition, he uses the industry-adjusted negative NOA to measure 

accounting flexibility. Using a sample of 480 firms that provide SEOs from 1997 to 2005 and a 

size and industry-matched control sample of non-SEO firms, he finds a positive relation between 

accounting flexibility and the probability of issuing management earnings forecasts over a nine-

month period prior to SEOs. Furthermore, he finds that managers with higher accounting 

flexibility tend to issue more optimistic earnings forecasts relative to the analysts’ consensus 

forecasts prior to the SEOs. While he finds no effect of accounting flexibility on the news 

content of management forecasts for firms that do not provide SEOs, he shows that accounting 

flexibility is positively related to management forecasts specificity. That is, firms with higher 

(lower) accounting flexibility tend to issue more (less) specific management forecasts. 

Recently, studies have been carried out in an attempt to improve the balance sheet 

approach for capturing accounting flexibility. For instance, Baber, Kang, and Li (2011) extend 

Barton and Simko by examining the speed at which discretionary accruals reverse on the balance 

sheet. Their study provides an important contribution because it explicitly models the reversal of 

discretionary accruals in the context of earnings management. Using a sample that captures the 
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pre-SOX and post-SOX periods (1993-2007), they ascertain that, conditional on the magnitude 

of NOA overstatement, the odds of managers meeting or beating quarterly analysts’ forecasts are 

inversely related to the speed of discretionary accrual reversal. 

 

Further discussion and other considerations 

Gunny (2010) argues that earnings management can be accomplished in two ways: 

“accruals management” and “real activities manipulation”. Gunny (2010, p. 855) describes the 

two ways as: 

“Accruals management involves within generally accepted accounting 
principles (GAAP) accounting choices that try to ‘obscure’ or ‘mask’ 
true economic performance (Dechow and Skinner, 2000). RM [real 
activities manipulation] occurs when managers undertake actions that 
change the timing or structuring of an operation, investment, and/or 
financing transaction in an effort to influence the output of the 
accounting system.” 

 

Gunny (2010, p. 856) points out several reasons why managers may prefer real activities 

manipulation over accruals management: 

“First, ex post aggressive accounting choices with respect to accruals 
are at higher risk for Securities and Exchange Commission (SEC) 
scrutiny and class action litigation. Second, firm may have limited 
flexibility to manage accruals. […] Further, accruals management 
must take place at the end of the fiscal year or quarter, and managers 
face uncertainty as to which accounting treatments the auditor will 
allow at that time. Operating decisions are controlled by the manager, 
whereas accounting choices are subject to auditor scrutiny.” 

 

Nevertheless, Gunny (2010, p. 856) also recognises that managers may still prefer 

accruals management over real activities manipulation as “accruals management can take place 
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after the fiscal year end when the need for earnings management is the most certain, whereas RM 

[real activities manipulation] must be made prior to fiscal year end.” 

Gunny (2010) investigates the extent to which real activities manipulation is associated 

with firms that just meet earnings benchmarks. In addition, she also investigates the extent to 

which real activities manipulation affects subsequent operating performance. After controlling 

for firm size, performance, growth opportunities and industry, she finds that real activities 

manipulation (namely, reducing research and development to increase income, reducing selling, 

general, and administrative expenses to increase income, cutting prices to boost sales in the 

current period, and/or overproducing to decrease cost of sales expense) is positively associated 

with firms that just meet earnings benchmarks (zero earnings and last year’s earnings). 

Furthermore, she ascertains that firms engaging in real activities manipulation to just meet 

earnings benchmarks are associated with better subsequent performance than firms that do not 

engage in real activities manipulation and miss or just meet the benchmarks. The latter finding 

implies that firms may not engage in real activities manipulation for opportunistic reasons, rather 

it may be engaged by firms to attain current-period benefits that allow it to perform better in the 

future, or as a signaling mechanism. 

Using current-year performance-matched cash flow from operations (CFO), production 

costs and discretionary expenses as proxies for real activities manipulation, Roychowdhury 

(2006) ascertains that managers manipulate real activities during the year to meet their 

expectations of the final consensus analyst forecasts. In addition, Roychowdhury contributes to 

the literature by providing evidence consistent with firms relying on real activities manipulation 

to meet the zero earnings threshold or avoid losses (another type of earnings benchmark). This is 

a contribution because prior studies, such as, Dechow, Richardson, and Tuna (2003), have failed 
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to find evidence that managers of firms reporting small profits manipulate accruals in order to 

cross the zero earnings threshold. Overall, his results indicate that drawing inferences on 

earnings management by solely analysing accruals may not be sufficient. 

Lin, Radhakrishnan, and Su (2006) provide insights into how various techniques, namely, 

accruals management, classification shifting, real activities manipulation and downward forecast 

guidance, are used to meet or beat analysts’ earnings forecasts.15 They argue that classification 

shifting is important for meeting or beating analysts’ earnings forecasts. This is because analysts 

typically forecast earnings that exclude transitory, non-recurring and non-cash items.16 Therefore, 

managers have the incentives to reclassify some recurring items as non-recurring expenses in 

order to increase earnings to meet or beat analysts’ earnings forecasts. 

On average, Lin et al. (2006) document the firms’ probability of meeting or beating 

analysts’ earnings forecasts increases by 9%, 5% and 10% when the managers use downward 

forecast guidance, accrual management (i.e., increase discretionary accruals) and upward 

earnings classification shifting, respectively. Furthermore, they document that the probability 

increases by 3% when the managers use real activities manipulation through negative abnormal 

selling, general, and administrative expenses, but the probability decreases by 3% and 6% when 

the managers use real activities manipulation through positive abnormal production and negative 

abnormal CFO, respectively. Overall, they provide evidence consistent with managers using 

downward guidance, classification shifting and discretionary accruals to meet or beat analysts’ 

earnings forecasts. However, their evidence indicates that the real activities manipulation 

through increasing production and sales may not be as effective for meeting or beating analysts’ 

                                                           
15  Earnings management through classification shifting is accomplished by shifting income statement line 

items in order to increase core earnings (McVay, 2006). 
16  Bradshaw and Sloan (2002, p. 41) describe this type of earnings that analysts typically forecast as 

“street earnings”. 
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earnings forecasts as real activities manipulation through decreasing selling, general, and 

administrative expenses. 

  Prior studies have examined real activities manipulation in Japan (Herrmann et al., 

2003; Guo, Huang, Zhang, and Zhou, 2015; Kim, 2015; Tokuga and Tanaka, 2011). Guo et al. 

(2015) use abnormal CFO, abnormal discretionary expenses, abnormal production costs, or a 

combination of the aforementioned three measures to capture real activities manipulation by 

firms in Japan. Overall, they find that foreign ownership is negatively related to the level of real 

activities manipulation activities in Japan (i.e., Japanese managers are less likely to engage in 

real activities manipulation when there is a strong presence of foreign ownership). Their results 

hold after controlling for closely held shares, firm size, financial leverage, reported income, 

discretionary accruals, growth opportunities, earnings manipulation tendency, corporate 

governance, and the potential endogenous nature of foreign ownership. Herrmann et al. (2003) 

document that managers of firms in Japan engage in real activities manipulation through the 

sales of fixed assets and marketable securities to overstate reported operating income in order to 

meet management forecasts of operating income. 

This thesis does not consider real activities manipulation in Japan because of several 

reasons. First, this thesis focuses on the effect of audit quality as an earnings management 

constraint. Therefore, it is important to examine the accounting choices over which auditors 

exercise more scrutiny. As Gunny (2010) has pointed out, managers have greater control over 

real activities manipulation, and earnings management through real activities manipulation is 

subject to less scrutiny by auditors than earnings management through accruals manipulation.  

Second, the main difference amongst forecast revisions, accruals management, and real 

activities manipulation is the timing in the use of these techniques during the fiscal year. 
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Specifically, forecast revisions and real activities manipulation must be made prior to the end of 

the fiscal year, whereas accruals manipulation can take place after the fiscal year end when the 

need for earnings management is more certain (Gunny, 2010). As forecast revisions are more 

prevalent in Japan than real activities manipulation, this thesis focuses on forecast revisions as 

the alternative technique to avoid reporting negative earnings surprises.  

Nonetheless, this thesis acknowledges that real activities manipulation remains to be a 

viable earnings benchmarking alternative that may provide additional insights into managers’ 

forecasting behaviour in Japan. Perhaps, this is an avenue that would benefit from future research. 

 

2.5. Summary 

This chapter has drawn on several relevant streams of the literature for the purpose of 

demonstrating how the earnings management constraints, namely, audit quality and accounting 

flexibility, interact with managers’ forecasting behaviour. First, the significance of management 

earnings forecasts in the capital markets is discussed. This discussion highlights the role of 

management earnings forecasts in mitigating information asymmetry, and thereby reducing cost 

of capital for firms as well as remedying the problem associated with adverse selection.  

Second, the properties of management earnings forecasts are examined through the lens 

of the framework developed by Hirst et al. (2008). Through this examination, it is established 

that the effect of antecedents (the first component of the framework) is insignificant in Japan, as 

nearly all managers in Japan provide earnings forecasts. The examination also highlights the 

important contributions provided from studies in a setting where the effect of antecedents is 

insignificant.  
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Third, the focus of the literature review is narrowed down to the discussion of relevant 

studies that have established the relationship between audit quality and corporate disclosures, 

including, management earnings forecasts. Fourth, the literature review discusses relevant 

studies that examine the effect of accounting flexibility on voluntary corporate disclosures, such 

as, analysts’ earnings forecasts and management earnings forecasts.  
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CHAPTER 3 

HYPOTHESIS DEVELOPMENT 

 

3.1. Introduction 

This chapter develops hypotheses based on the literature discussed in chapter 2. Earnings 

surprises arise when firms’ realised earnings exceed or fall below expected earnings. This thesis 

assumes that the desired outcome of firms’ managers is to report less negative earnings surprises 

through the use of two techniques: (1) managing earnings upward; and (2) adjusting earnings 

expectations downward (i.e., revising their own earnings forecast downward).  

The objective of this chapter is to develop hypotheses that examine how, and to what 

extent, various factors affect managers’ use of these two techniques, which ultimately affects 

their ability to achieve the desired outcome. Specifically, this thesis proposes that the use of the 

two techniques to report less negative earnings surprises at the end of year t depends on factors 

that constrain managers’ use of upward earnings management at the beginning of year t. The 

factors examined in this thesis are the quality of audit services and the degree of accounting 

flexibility for firms.  

The remainder of this chapter is structured as follows. In the next section, a discussion of 

the legal requirements and institutional background for management earnings forecasts and 

external auditing in Japan is provided, which includes a brief history of the Japanese Big 4 

affiliated audit firms in Japan. This discussion is necessary for the development of the 

hypotheses that are presented in section 3.3. Section 3.4 examines how this thesis extends the 

earnings surprise literature. The chapter concludes in section 3.5. 

 



54 
 

3.2. Institutional background 

3.2.1. Management forecasts in Japan 

The Financial Instruments and Exchange Law (the Law) 17  in Japan stipulates the 

requirements for the disclosure and financial reporting practices of firms listed on Japanese stock 

exchanges.18 Under the Law, firms are required to file annual securities reports (“Yuka Shoken 

Hokokusho”) with the Ministry of Finance within three months of the firms’ fiscal year end. The 

reports contain detailed financial and economic information about firms during a fiscal year. As 

the reports need to be audited and approved at the shareholder’s meeting, firms usually file 

annual securities reports with the Ministry of Finance toward the end of three months after the 

fiscal year end, which can create a time delay for the public in receiving the financial 

information about firms. Therefore, the Timely Disclosure Rules (the Rules) were implemented 

by Japanese stock exchanges to minimise the time delay.  

The origin of the Rules came from a club of news reporters at the Tokyo Stock Exchange 

(known as the “Kabuto-club”) around 1965 (Kato, Skinner, and Kunimura, 2009). The Rules’ 

main purpose is to ensure all financial information about firms is disseminated in a timely 

fashion, thereby limiting any possible insider trading practices. The Rules impose more timely 

disclosure requirements than the Law and were eventually incorporated into the Tokyo Stock 

Exchange (TSE) rules in 1989.19  Under the Rules, listed firms are required to provide 

summarised financial statements (“Kessan-Tannsin”) upon the approval by the board of directors. 
                                                           
17  Prior to 2006, the requirements for the disclosure and financial reporting practices of firms listed on the 

Japanese stock exchanges were prescribed by The Stock Exchange Act. This Act has since been 
renamed to The Financial Instrument and Exchange Law. 

18  There are five major stock exchanges and two small stock exchanges in Japan. The major stock 
exchanges are Tokyo, Osaka, Fukuoka, Nagoya, and Sapporo. The small stock exchanges are JASDAQ 
(over the counter) and the Hercules market. Tokyo Stock Exchange (TSE) is the largest stock exchange 
in Japan.  

19  The Rules are also incorporated in the other four stock exchanges. Failure to comply with the Rules can 
result in severe penalties including firms being delisted from the stock exchanges (Tsuchimoto and 
Iinuma, 2007; Kato et al., 2009).  
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The summarised financial statements include financial results for the current period (for example, 

sales, net income, earnings per share and dividends per share) and management forecasts of 

earnings for the next period. This information is released at the annual earnings announcement, 

which usually takes place 25 to 40 trading days after the fiscal year end (Ota, 2010). Figure 3.1 

provides a timeline of the disclosures and financial reporting for Japanese firms with a March 

fiscal year-end.20  

At each annual earnings announcement date, listed firms announce financial results for 

the fiscal year concurrently with initial forecasts of earnings for the next fiscal year. Firms are 

expected to provide forecasts of sales, ordinary income, earnings per share, and dividends per 

share.21 Except for forecasts of dividends per share, which could be in the form of a range, all 

forecasts are provided in point form.22  The Law requires firms that provide initial forecasts at 

the annual earnings announcement date to also provide forecast revisions at each quarterly 

earnings announcement date. Forecast revisions can be provided as either confirmations or when 

there has been a change in the most recent forecasts. 

The Ministry of Finance prescribes the guidelines for the revisions of management 

forecasts. The guidelines stipulate that in the event of a significant change in previously 

published forecasts, firms must make an announcement of revised forecasts without delay. The 

“Significance Rule” under the guidelines defines a significant change as being changes in sales 

estimates of ± 10 percent and/or changes in ordinary income and net income estimates of ± 30 

percent. In regards to dividends, the changes in the estimates are ± 20 percent. Therefore, 

forecast revisions can be announced at any time other than at the quarterly earnings  

 
                                                           
20  75 to 80 percent of firms in Japan adopt a March fiscal year-end (Tokoro and Nagata, 2012). 
21  Ordinary income is defined as earnings before tax and extraordinary items. 
22  All forecasts can also be provided in range form, but this is rarely the case. 
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Figure 3.1. 

Timeline for management earnings forecasts in Japan 
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announcement dates. By complying with the guidelines, firms can afford some degree of 

protection from being held legally accountable for failing to meet their initial forecasts.23 

 

3.2.2. External auditing in Japan 

The Company Act (the Act) and the Law (together, Japanese law) regulate corporate 

governance in Japan. Under Japanese law, publicly traded firms are required to engage in two 

kinds of auditors. The first kind is known as corporate statutory auditors (“kansayaku”), which 

are internal to the firms and reside on a board independently from the board of directors. Their 

main function is to conduct general business audits and attestation of financial statements before 

presenting to shareholders at annual meetings (financial audits). Corporate statutory auditors 

could be an individual or a committee. Although corporate statutory auditors exhibit similar traits 

as the audit committee of the board of directors in the US, the key difference is that corporate 

statutory auditors in Japan are employees of the firms.24 The second kind of auditor is known as 

external auditors (“kaikei-kansanin’) and function much the same way as external auditors in 

western countries. Unlike corporate statutory auditors, external auditors can only conduct 

financial audits (Numata and Takeda, 2010). The requirement of firms engaging with external 

auditors was first imposed in 1949 under the then Securities and Exchange Act.   

Nearly 80 per cent of financial audits in Japan are carried out by large external audit 

firms, which accounts for 3,400 publicly traded companies. Small external audit firms and sole 

practitioners carry out the remaining financial audits (16.9% and 6.9%, respectively) (Japanese 

Institute of Certified Public Accountants, 2004). Prior to 2006, large external audit firms 

                                                           
23  While class action securities litigation against firms in Japan for misleading management earnings 

forecasts is possible, it is unlikely as Japan is not culturally a litigious country (Numata and Takeda, 
2010; Ota, 2010).  

24  These auditors are similar to internal auditors of firms in western countries.  
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comprised of Azusa, ChuoAoyama, ShinNihon, and Tohmatsu (known collectively as the Big 4). 

ChuoAoyama later dissolved in 2006 during a major accounting scandal in Japan, leaving now 

only Azusa, ShinNihon, and Tohmatsu, the Big 3 audit firms. Under Japanese law, international 

audit firms are not allowed to operate in Japan directly with their own brand identities. 

Consequently, the international audit firms would have to establish affiliations with large 

external audit firms to exist in Japan (Saito and Takeda, 2009). Azusa is affiliated with KPMG, 

ShinNihon is affiliated with Ernst & Young, and Tohmatsu is affiliated with Deloitte Touche 

Tohmatsu. Figure 3.2 provides a historic summary of the Japanese Big 4 affiliated audit firms in 

Japan.25  

Auditing standards in Japan are established and developed by the Business Accounting 

Council (BAC) of the Financial Services Agency and Auditing Standards Committee of the 

Japanese Institute of Certified Public Accountants (JICPA). From 2001 several significant 

reforms to the auditing standards were made. In January 2002, BAC issued a new set of auditing 

standards to bring the audit practice in Japan more in line with international auditing standards 

and practice. The new set of auditing standards was also needed to respond to the changing 

Japanese corporate and audit environment. In April 2004, numerous significant amendments 

were made to the Certified Public Accountants (CPA) Law that had further changed the audit 

practice in Japan.26 The changes included restricting certain non-audit services that audit firms 

can provide to clients, mandatory rotation of all engagement audit partners within seven years, 

  

                                                           
25  From 2007, ChuoAoyama (the PWC affiliated audit firm) does not have a presence in Japan following 

its collapse in 2006. 
26  The CPA Law in Japan prescribes and determines the basic structure of the audit profession in Japan 

such as what services can be provided by CPAs, conditions for establishing audit firms in Japan, duties 
and responsibilities of CPAs, and disciplinary actions against CPAs. The CPA and Audit Oversight 
Board (CPAAOB) was established to monitor the audit profession in Japan (JICPA, 2004). 
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Figure 3.2.  

Historic summary of the Japanese Big 4 affiliated audit firms 
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changes to the legal procedures around organising and operating audit firms, and strengthening 

the oversight role of auditors (JICPA, 2004).  

The present state of auditing practice in Japan is the product of the unique way in which 

commercial activity is organised in Japan and its unique financial system (or the “main bank 

system”). The commercial activity in Japan is organised through large corporate conglomerates, 

known generally as keiretsu (Grabowiecki, 2006). Under the principal of keiretsu, Japanese firms 

can be organised horizontally around large influential banks (for example, Mitsui, Mitsubishi, 

Sumitomo, Fuyo, Sanwa, and Dai-Ichi Kangyo Banking Groups). In addition, Japanese firms can 

be organised vertically around large internationally reputable firms (for example, Toyota 

Automobile and Sony Electronics). One outcome of this type of corporate organisation is a tight-

knit relationship of firms organised within a group, which means that it is not unusual for firms 

to exhibit large cross-holdings of shares. Board of directors of firms in groups includes bank 

representatives, firm executives, and affiliated firms. Due to the tight-knit relationship of group 

firms, market based discipline of corporate transparency and disclosure is much less required in 

Japan than other western countries (Skinner and Srinivasan, 2009). 

The main bank system in Japan plays an important role in the economy. Under this 

system, large influential banks not only provide a large amount of debt funding to Japanese firms, 

they have also historically provided an insurance role by rescuing firms in financial distress 

(Sheard, 1989, 1994a, 1994b; Hoshi, Kashyap and Scharfstein, 1990; Gibson, 1995; Numata and 

Takeda, 2010). Large influential banks have significant interests in Japanese firms through their 

large bank debt lending. This provides the banks with a significant role in monitoring and 

corporate governance. It also gives the banks privileged access to private and commercially 

sensitive information about firms. If firms attempt to withhold information requested by the 
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banks, then the relationship between firms and the banks can be terminated. As a result, the 

demand for both external financial reporting and external auditing in Japan is low (Skinner and 

Srinivasan, 2009; Numata and Takeda, 2010).27      

 

3.3. Hypotheses 

3.3.1. Background 

An earnings surprise occurs when a firm’s realised earnings exceed or fall below earnings 

expectations. As management forecasts provide managers’ expectations of earnings for their 

firms, a positive (negative) earnings surprise occurs when realised earnings are above (below) 

management forecast earnings (Kato et al., 2009). Figure 3.3 provides a summary of the 

circumstances that give rise to negative and positive earnings surprises. 

A negative earnings surprise occurs when either of the following two conditions is met: 

(1) when managers overestimate earnings expectations in their forecasts, or (2) when realised 

earnings fail to meet or beat the overestimated earnings expectations with positive earnings 

innovations and efficiencies due to real events (Brown and Pinello, 2007) (see region A of figure 

3.3a which illustrates the negative earnings surprise). Conversely, a positive earnings surprise 

arises when either of the following two conditions is met: (1) when managers underestimate 

earnings expectations in their forecasts, or (2) when realised earnings meet or beat 

  

                                                           
27  Skinner and Srinivasan (2009) argue that the difference between the traditional Japanese audit model 

and the model in western countries can be explained by the objective of managers of firms and 
corporate governance. In particular, the main role of managers in western countries is to maximise 
shareholder value, and external audit firms corroborate with managers by providing an independent 
attestation of the managers’ representation of their roles in the financial statements. In Japan, on the 
other hand, the main role of managers is to maximise stakeholder value (the stakeholders being 
employees, suppliers, and creditors, especially banks), and external audit firms are expected to facilitate 
this role. Therefore, this difference in the main role between Japan and western countries has led to 
auditor independence in Japan being compromised.      
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Figure 3.3.  

Summary of the circumstances giving rise to negative and positive earnings surprises 
 

a. Negative earnings surprise 

 

 

 

b. Positive earnings surprise 
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the underestimated earnings expectations with positive earnings innovations and efficiencies due 

to real events (see region B of figure 3.3b which illustrates the positive earnings surprise).28 

Prior studies show that managers of firms have incentives to avoid reporting negative 

earnings surprises because “bad news earnings” damage their reputation for credible forecasts 

(Shibata, 1996; Biederman, 2000; Rogers and Stocken, 2005; Hutton and Stocken, 2006), and 

can adversely impact their firms’ stock prices and their own human capital (Goto, 1997; 

Herrmann, Inoue, and Thomas, 2003; Brown and Pinello, 2007). In Japan, Herrmann et al. 

(2003) argue that an important reason for managers of firms to avoid reporting large earnings 

surprises (positive or negative) relates to the country’s insider trading regulations. In particular, 

if the earnings surprise reported by a firm’s manager is 30 percent or more, then any trading of 

the firm’s stock by related parties (either before earnings are announced or before a revised 

management forecast is issued) can be construed as insider trading. This may potentially expose 

the firm to costly insider trading investigations. Therefore, managers of firms in Japan have an 

added pressure to monitor the earnings surprises that are reported.  

When managers of firms anticipate that they will unlikely be able to avoid reporting 

negative earnings surprises by relying on positive earnings innovations and efficiencies, they 

may resort to certain opportunistic techniques to ensure that the desired outcome is achieved 

(Brown and Pinello, 2007). Based on prior studies, there are two techniques which managers of 

firms can use to avoid reporting negative earnings surprises: (1) upward earnings management 

(to make the realised earnings to be greater than the forecast earnings) and (2) downward 

earnings expectation adjustments (to make the forecast earnings to be less than the realised 

earnings) (Kasznik, 1999; Barton and Simko, 2002; Bartov, Givoly, and Hayn, 2002; Matsumoto, 

                                                           
28  Management earnings forecasts are optimistic (pessimistic) when managers of firms overestimate 

(underestimate) earnings expectations in their forecasts. 
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2002; Herrmann et al., 2003; Chen, 2004; Burgstahler and Eames, 2006; Kato et al., 2009). 

These two techniques to avoid reporting negative earnings surprises are discussed next. 

 

Upward earnings management and earnings surprises 

Managers of firms can report positive earnings surprises by managing realised earnings 

upward to meet their forecast earnings.29 Figure 3.4 provides a depiction of this technique used 

to avoid the negative earnings surprise, resulting in a positive earnings surprise. Note in figure 

3.4 that it is also possible that managers of firms use this technique to minimise the extent of the 

negative earnings surprises with the use of upward earnings management (i.e., report smaller 

negative surprises).  

A consideration for this technique is that it is engaged at a cost function of X, which in 

turn, determines the extent to which the negative earnings surprises are avoided or minimised 

(Barton and Simko, 2002; Brown and Pinello, 2007; Baber, Kang, and Li, 2011). X may include, 

among other costs, litigation costs resulting from the detection of fraudulent earnings 

management activity by shareholders (Feroz, Park, and Pastena, 1991; Heninger, 2001). 

 

Downward earnings expectation adjustments and earnings surprises 

An alternative technique that managers of firms can use to report positive earnings 

surprises is through adjustments of earnings expectations in their forecasts. Figure 3.5 illustrates 

the two circumstances under which managers of firms can avoid negative earnings surprises with 

the use of downward earnings expectation adjustments.  

 

                                                           
29  This thesis assumes that ‘avoid reporting negative earnings surprises’ and ‘reporting positive earnings 

surprises’ are interchangeable.  
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Figure 3.4. 

Upward earnings management to report positive earnings surprises 
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Under the first circumstance, which is illustrated in figure 3.5a, managers of firms 

unintentionally or intentionally underestimate initial earnings expectations in their forecasts. 

Prior studies imply that managers’ unintentional underestimation of initial earnings expectations 

is the result of several factors that are outside the control of the managers. These factors include 

macroeconomic factors (Penman, 1980; Ajinkya and Gift, 1984; Bamber and Cheon, 1998; Irani, 

2001) and the degree of industry concentration (Newman and Sansing, 1993; Rogers and 

Stocken, 2005). To illustrate how macroeconomic factors can influence managers to 

underestimate their initial earnings expectations, consider the following example. A manager 

estimates low firm’s earnings for year t as the economy has been deteriorating. However, during 

year t, the gross domestic product (GDP) improves, which realises a higher earnings for year t 

than expected by the manager. In this case, the manager’s underestimation of the earnings at the 

beginning of year t is unintentional because this underestimation is consistent with the trend of 

the GDP, a macroeconomic factor that is outside the control of the manager. 

In contrast, managers’ intentional underestimation of earnings expectations is within the 

control of the managers and could be carried out for opportunistic reasons. For instance, Hirst, 

Koonce, and Venkataraman (2008) argue that managers’ intentional underestimation of their 

initial earnings expectations can be the result of ‘forecasting slack’ (i.e., a deliberate attempt to 

set low earnings expectations so that it subsequently creates an easier benchmark to meet or beat 

when realised earnings are reported). 

Under the second circumstance, which is illustrated in figure 3.5b, managers of firms 

overestimate initial earnings expectations in their forecasts, and then adjust the earnings 

expectations downward by means of forecast revisions during the fiscal year, at a cost function 
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Figure 3.5. 

Two circumstances under which managers of firms can use downward earnings 
expectation adjustments to report positive earnings surprises 

 

a. Underestimate initial earnings expectations (unintentionally or intentionally) 

 

 

b. Downward earnings expectation adjustments 
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of Y (Brown and Pinello, 2007; Kato et al., 2009). This cost function includes the cost of 

negative stock price reactions to downward management forecast revisions (Kato et al., 2009). 

Here, managers revise their forecast downward until the negative earnings surprise is either 

minimised or avoided in order to derive a positive earnings surprise. 

 

Substitution of upward earnings management to avoid reporting negative earnings surprises 

Prior studies that jointly examine upward earnings management and downward analysts’ 

earnings expectations management consider these two techniques as complementary mechanisms 

to avoid negative earnings surprises (e.g., Barton and Simko, 2002; Bartov, Givoly, and Hayn, 

2002; Matsumoto, 2002; and Burgstahler and Eames, 2006; Das, Kim, and Patro, 2011). 

However, when there is a presence of earnings management constraints at the beginning of year t, 

prior studies show that managers are more likely to substitute upward earnings management for 

another technique to avoid negative earnings surprises (Brown and Pinello, 2007; Das et al., 

2011). For example, several studies show that managers of firms in countries with stronger 

investor protection (i.e., stronger corporate governance is a constraint to earnings management) 

have a higher propensity to manage analysts’ earnings expectations downward than to manage 

earnings upward (Bhattacharya, Daouk, and Welker, 2003; Leuz, Nanda, and Wysocki, 2003; 

and Brown and Higgins, 2005; Brown and Pinello, 2007).30  

Kato et al. (2009) provide evidence that the managers of firms in Japan use downward 

adjustments of their own earnings expectations (i.e., by revising their earnings forecasts 

downward during year t) to pursue the strategy of avoiding negative earnings surprises. However, 

                                                           
30  Although these studies examine analysts’ earnings expectations, this strand of research is considered to 

be relevant to this thesis. This is because the collective evidence of these prior studies provides an 
important understanding of the circumstances that drive the manager’s behaviour to substitute upward 
earnings management as a technique to avoid negative earnings surprises (an aspect examined in this 
thesis). 
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Kato et al. do not examine factors that cause managers in Japan to make the decision of using 

downward earnings expectation adjustments at the beginning of year t (rather than upward 

earnings management) to avoid negative earnings surprises at the end of year t. This shortcoming 

is addressed in this thesis. In particular, this thesis proposes that managers of firms in Japan use 

downward earnings expectation adjustments, because certain factors existing at the beginning of 

year t have an effect of constraining the use of upward earnings management to avoid negative 

earnings surprises at the end of year t. The factors examined in this thesis are the quality of audit 

services and accounting flexibility for firms. To date, the examination of how these two factors 

influence managers to substitute upward earnings management for downward earnings 

expectation adjustments to avoid negative earnings surprises, has received little attention in 

Japan and elsewhere outside of Japan. The hypotheses on how these two factors affect the 

likelihood of firms reporting positive earnings surprises at the end of year t are discussed next. 

 

3.3.2. Hypothesis 1 

Audit quality 

A key objective of auditing is to verify the validity of realised earnings reported in annual 

reports. To ensure that this key objective is met, auditors provide a critical role in constraining 

upward earnings management (Becker, DeFond, Jiambalvo, and Subramanyam, 1998). However, 

the effectiveness of auditors in constraining upward earnings management is expected to vary 

across different degrees of audit quality (Davidson and Neu, 1993; Becker et al., 1998; Krishnan, 

2003). In particular, higher-quality auditors are documented in prior studies to be more effective 

at discouraging questionable earnings management activity than lower-quality auditors (DeFond 
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and Jiambalvo, 1991, 1994; Teoh and Wong, 1993; Dechow, Sloan, and Sweeney, 1996; Becker 

et al., 1998; Francis, Maydew, and Sparks, 1999).  

In an environment where auditors are not required to audit management forecasts, several 

studies establish a second-order effect of audit quality on earnings surprises in management 

forecasts, through its direct effect on earnings management (Davidson and Neu, 1993; Clarkson, 

2000). For instance, Davidson and Neu (1993) find that the absolute forecast errors (a measure of 

the magnitude of positive or negative earnings surprises) of firms with higher-quality auditors 

are larger as higher-quality auditors have a greater ability to constrain upward earnings 

management than lower-quality auditors.  

However, the use of higher-quality auditors can induce managers of firms to substitute 

upward earnings management for another technique in order to report less negative earnings 

surprises. This can be illustrated by the following example. Consider a firm whose manager 

seeks to pursue the desired outcome of reporting less negative earnings surprises for year t, and 

this firm is audited by a higher-quality auditor at year t-1.31 At the beginning of year t, the 

manager of the firm is less likely to manage earnings upward to report less negative earnings 

surprises due to the constraint imposed by having a higher-quality auditor on earnings 

management. As a result, this manager is more likely to use downward earnings expectation 

adjustments to report less negative earnings surprises for year t. Therefore, the first hypothesis, 

stated in alternative form, is: 

H1:  Ceteris paribus, firms with higher-quality auditors at year t-1 
are more likely to use downward earnings expectation 
adjustments in order to report less negative earnings surprises 
for year t. 

                                                           
31  This thesis assumes that ‘year t-1’ is equivalent to ‘the beginning of year t’. 
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The hypothesis suggests a positive association between higher-quality auditors at year t-1 and the 

likelihood of firms reporting less negative earnings surprises for year t. Therefore, the coefficient 

on the construct for higher-quality auditors is expected to be positive.32   

 

3.3.3. Hypothesis 2 

Accounting flexibility 

Managers’ ability to manage realised earnings upward to report positive earnings 

surprises is constrained by accounting flexibility to which accruals are manipulated in previous 

periods to overstate realised earnings. Because of the reversing nature of accruals, managers of 

firms with a greater (lower) extent of upward earnings management in previous periods are more 

likely to have lower (greater) accounting flexibility to manage realised earnings upward in 

subsequent periods (Hunt, Moyer, and Shevlin, 1996; Abarbanell and Lehavy, 2001; Barton and 

Simko, 2002; Baber et al., 2011). As accounting flexibility is an earnings management constraint, 

accounting flexibility is expected to affect managers’ ability to use upward earnings management 

to avoid negative earnings surprises (Kasznik, 1999; Barton and Simko, 2002; Matsumoto, 2002; 

Chen, 2004; Baber, Kang, and Li, 2011).  

Nevertheless, lower accounting flexibility can induce managers of firms to substitute 

upward earnings management for another technique in order to report less negative earnings 

surprises. This can be illustrated by the following example. Consider a firm whose manager 

seeks to achieve the desired outcome of avoiding negative earnings surprises for year t, and this 

                                                           
32  An alternative explanation is that managers of firms with higher-quality auditors are expected to 

perform better than firms with lower-quality auditors (Teoh and Wong, 1993; Kim, Lee, and Park, 
2015). As a consequence, managers of firms with higher-quality auditors have a greater propensity to 
consistently report realised earnings that exceed their own forecast earnings. This leads to the same 
desired outcome of the managers reporting positive earnings surprises. Although this possibility is not 
tested in this thesis, it is not ruled out as an alternative explanation. 
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firm has lower accounting flexibility at year t-1. At the beginning of year t, the manager of this 

firm is less likely to manage earnings upward to report less negative earnings surprises due to a 

greater earnings management constraint imposed by the firm having lower accounting flexibility 

(Kasznik, 1999; Barton and Simko, 2002; Matsumoto, 2002; Chen, 2004; Baber, Kang, and Li, 

2011). As a result, this manager is more likely to use downward earnings expectation 

adjustments to report less negative earnings surprises for year t. Therefore, the second hypothesis, 

stated in alternative form is: 

H2:  Ceteris paribus, firms with lower accounting flexibility at 
year t-1 are more likely to use downward earnings 
expectation adjustments in order to report less negative 
earnings surprises for year t. 

 
The hypothesis implies a negative association between lower accounting flexibility at year t-1 

and the likelihood of firms reporting less negative earnings surprises for year t (i.e., an inverse 

relationship). Therefore, the coefficient on the construct for lower accounting flexibility is 

expected to be negative.33 

 

3.4. Relation and contribution of this study to the earnings surprise and management 

earnings forecast literature 

Extant studies in the earnings surprise literature view the avoidance of negative earnings 

surprises as an important earnings threshold, and report a higher incidence of managers of firms 

                                                           
33  A similar argument for the inverse relationship is that managers of firms with lower (higher) accounting 

flexibility at year t-1 are likely to experience high (low) earnings management difficulty during year t. 
Due to the high earnings management difficulty, these managers are less likely to manage earnings 
upward to avoid negative earnings surprises for year t. As a result, downward earnings expectation 
adjustments are more likely be used by the managers as an alternative to avoid negative earnings 
surprises at the end of year t. This argument will result in a hypothesis consistent with hypothesis 2. 
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seeking to avoid reporting negative earnings surprises than other earnings thresholds, such as, the 

avoidance of either losses or earnings decreases (Matsumoto, 2002; Dechow, Richardson, and 

Tuna, 2003; Brown and Caylor, 2005; Brown and Pinello, 2007). In examining the avoidance of 

negative earnings surprises as an earnings threshold, prior studies commonly examine earnings 

expectations of analysts (rather than those of firms’ managers), and how upward earnings 

management and downward expectation management are used to meet or beat the earnings 

expectations (e.g., Matsumoto, 2002; and Brown and Pinello, 2007). Matsumoto (2002) provides 

evidence that both upward earnings management and downward analysts’ forecast guidance are 

used by managers of firms to avoid negative surprises. Bartov, Givoly, and Hayn (2002) extend 

this study by showing that firms with positive earnings surprises report higher stock returns when 

the negative earnings surprises are avoided by either upward earnings management or downward 

management of analysts’ earnings expectations.  

While prior studies that examine earnings surprises based on analysts’ earnings 

expectations have been extensive, little attention has been placed on earnings surprises created 

from managers’ earnings expectations. Nevertheless, examining earnings surprises based on 

managers’ earnings expectations is considered to be equally important as management earnings 

forecasts have been shown by prior studies to be influential (Hirst et al., 2008). For instance, 

prior studies show that management earnings forecasts can affect stock prices (Pownall, Wasley, 

and Waymire, 1993), analysts’ forecasts (Baginski and Hassell, 1990), and bid-ask spreads 

(Coller and Yohn, 1997). Using management earnings forecasts, Chen (2004) documents that 

managers fail to avoid negative earnings surprises because of three factors: (1) lower accounting 

flexibility to manage earnings upward; (2) less forecasting experience; and (3) high exogenous 

negative shocks in firms. By examining earnings surprises based on managers’ earnings 
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expectations (and in a setting where there is an abundance of management forecasts), this thesis 

complements existing studies in the earnings surprise and management earnings forecast 

literature. 

This thesis also contributes to the management earnings forecast literature by extending 

Kato et al. (2009). Using a setting where management forecasts are “effectively mandated” (Kato 

et al., 2009, p. 1576), Kato et al. find that managers of firms in Japan systematically overestimate 

earnings in their initial forecasts, but then revise their forecasts downward during year t to ensure 

that most earnings surprises are non-negative. Kato et al. find this phenomenon is more 

pronounced for firms with the following characteristics: (1) poor past earnings performance; (2) 

higher levels of insider or managerial ownership; and (3) smaller firm size. Kato et al. suggest 

that this phenomenon could be due to the low regulatory and legal costs for biasing forecasts in 

Japan, but they do not go further in considering the following two key elements in their study:  

 It is possible that managers of firms in Japan systematically overestimate earnings in their 

initial forecasts but then, instead of revising their forecasts downward during year t, they 

manage realised earnings upward to report less negative earnings surprises. As prior 

studies in Japan show that managers of firms in Japan do in fact manage earnings to 

exceed earnings threshold and benchmarks (e.g., Suda and Shuto, 2007; Shuto, 2009), the 

practice of managing earnings upward in order to report less negative earnings surprises 

in Japan is entirely possible.  

 Certain factors existing at the beginning of year t can explain why downward forecast 

revision is a preferred technique for managers of firms in Japan over upward earnings 

management to report less negative earnings surprises.  



75 
 

This thesis attempts to address the above elements by examining factors that prior studies 

have established to play a significant role in constraining and curbing upward earnings 

management (see Becker et al., 1998). These factors are the quality of audit services and the 

degree of accounting flexibility for firms. By examining how these factors influence managers to 

substitute one technique over another, this thesis extends our understanding of managers’ 

decision-making process for selecting a technique to report less negative earnings surprises.  

 

3.5. Summary 

This chapter develops the hypotheses that are empirically tested in the thesis. The 

argument is presented that managers’ ability to report less negative earnings surprises depends 

on two factors that constrain upward earnings management: (1) the quality of audit services; and 

(2) the degree of accounting flexibility. In particular, this thesis argues that these factors 

constrain managers’ ability to engage in upward earnings management at the beginning of year t. 

As a result, these managers are more likely to adjust their earnings expectations downward, in 

lieu of upward earnings management, in order to achieve their desired outcome of reporting less 

negative earnings surprises at the end of year t.  

Two hypotheses are developed and presented. Hypothesis 1 states that, ceteris paribus, 

firms with higher-quality auditors for year t-1 are more likely to report less negative earnings 

surprises for year t. And hypothesis 2 states that, ceteris paribus, firms with lower accounting 

flexibility at year t-1 are more likely to report less negative earnings surprises for year t. The 

empirical methodology that is used to test these hypotheses is discussed next in chapter 4. 

 



76 
 

CHAPTER 4 

RESEARCH METHODOLOGY 

 

4.1. Introduction 

In this chapter, the research methodology to test the hypotheses developed in chapter 3 is 

examined. It begins with a discussion of the sample selection procedure and data requirements in 

section 4.2. This is followed by a discussion of the research design in section 4.3, which includes 

the definition of variables and the particular type of research design used for testing the 

hypotheses. Selected descriptive statistics of the initial sample are presented in section 4.4. 

Section 4.5 contains a summary of this chapter.     

 

4.2. Sample selection 

The data for this research are sourced from two primary databases: (1) Nikkei NEEDS-

Financial Quest (NEEDS); and (2) Toyo Keizai Kaisha Shikihou (the summer edition).34 Data on 

management earnings forecasts and financial statement items (e.g., net sales, net income, total 

assets, and total liabilities) are electronically collected from NEEDS. In particular, NEEDS 

covers initial management earnings forecasts released at annual earnings announcements, as well 

as revisions of initial management earnings forecasts announced quarterly during the year. 

                                                           
34  NEEDS is an online commercial database administered by the Nikkei (the publisher of a mainstream 

business newspaper in Japan). This database is widely used in prior studies (e.g., Kato, Skinner, and 
Kunimura, 2009; Aman, 2011; Cho, Hah, and Kim, 2011; Ota, 2010) as the primary source of data for 
management earnings forecasts in Japan. Toyo Keizai Kaisha Shikihou is a company handbook 
published (in Japanese) on a quarterly basis by Toyo Keizai Incorporation. The book is publicly 
available in most business bookstores in Japan. 

  I would like to acknowledge and thank Professor Koji Ota for the data from NEEDS that are used 
in this thesis. The data from NEEDS were collected at Kansai University in Japan under a mutual co-
authorship agreement with Professor Koji Ota, a financial accounting professor at the commerce faculty 
of Kansai University.  
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Information on firms’ external auditors is hand collected from Toyo Keizai Kaisha Shikihou (the 

summer edition). Toyo Keizai Kaisha Shikihou is a company handbook, which provides 

background information, performance outlook, percentages of institutional ownerships, and other 

financial and contextual data about companies in Japan (e.g., net sales, net income, ordinary 

income, and share prices).   

The sample period examined in this thesis is between 2000 and 2010. A sample of 43,600 

observations of publicly listed firms is initially identified. These firms are listed on the five 

major stock exchanges in Japan (namely, Tokyo, Nagoya, Osaka, Sapporo, and Fukuoka), 

JASDAQ and the Hercules market.35  To prevent potential bias arising from firms having 

different fiscal year-ends, this thesis restricts the sample to firms with a March fiscal year-end.36  

From this sample, the following criteria are applied: first, parent-level data (20,921 firm-

year observations) are excluded to focus on consolidation data (a common exclusion criterion 

used as part of the sample selection in prior studies on management forecasts in Japan, e.g., 

Tokoro and Nagata, 2012). Second, firms in the financial services, securities, and insurance 

industries (773 firm-year observations) are deleted as these industries are subject to stricter and 

more rigorous regulations which, prior studies (e.g., Chung, Ho, and Kim, 2004; Karamanou and 

Vafeas, 2005; Rogers and Stocken, 2005; Ota, 2010) argue, can have a confounding effect on the 

sample. Third, firms that are delisted during the sample period are removed. In addition, 

following prior studies (e.g., Chung, Ho, and Kim, 2004), firms with irregular reporting periods 

                                                           
35  For firms listed on multiple stock exchanges, NEEDS automatically implements a selection priority. For 

example, if a firm is listed on the Tokyo, Osaka, and Nagoya Stock Exchanges, then NEEDS recognises 
that the firm is listed on the Tokyo Stock Exchange as this is the largest stock exchange in Japan. I 
would like to thank Professor Koji Ota for making this point apparent to me. 

36  Firms with a March fiscal year-end are selected for two reasons: (1) the majority of Japanese firms’ 
fiscal year (75-80 percent) ends in March (Tokoro and Nagata, 2012); and (2) prior studies in Japan 
commonly restrict their sample to firms with a March fiscal year-end (Aman, 2011; Muramiya and 
Takada, 2010; Ota, 2010; Tokoro and Nagata, 2012). 
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and negative book value of equity are excluded (105 firm-year observations). Fourth, missing 

data on forecasts of net income and erroneous data (2,785 firm-year observations) are deleted.37 

This selection procedure yields an initial sample of 19,016 firm-year observations.  

In order to identify the sample to examine the earnings surprises arising from the 

difference between realised and initial management forecast earnings (the initial forecast sample), 

the following selection criteria are applied to the initial sample: (1) exclude the observations at 

the beginning of the sample period (i.e., the 2000 year) (1,334 firm-year observations), as lagged 

variables are used in the main model; and (2) delete observations with insufficient data on all the 

variables of the main model (1,542 firm-year observations). The number of firm-year 

observations identified for the initial forecast sample is 16,140.38  

To provide evidence on downward earnings expectation adjustments, this thesis requires 

management forecast revisions. Firms with forecast revisions at each quarterly earnings 

announcement during the year (i.e., August, November, and February for firms with a March 

fiscal year-end) are matched with firms in the initial forecast sample on the firm’s stock code and 

year. Using this matching procedure, three samples are derived: first quarter forecast revisions 

(11,971 firm-year observations), second quarter forecast revisions (16,138 firm-year 

observations), and third quarter forecast revisions (11,979 firm-year observations). These 

samples are used to examine the earnings surprises resulting from the differences between 

realised earnings and the respective quarter forecast revisions. Table 4.1 provides an outline of 

the sample selection procedure and data requirements. Panel A provides a summary of the 

selection of the initial sample and the initial forecast sample. A breakdown of the initial sample 

                                                           
37  Erroneous data include those firms with gap years and duplicate data. 
38  The number of observations identified for the initial forecasts sample of this thesis is comparable with 

Tokoro and Nagata (2012). Using a slightly shorter sample period and a similar sample selection 
procedure as this thesis, Tokoro and Nagata yield a final sample of 15,535 firm-year observations.  
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and the initial forecast sample by year and firms, and the distribution is provided in Panel B. 

Panel C provides a summary of the number of firm-year observations contained in the samples 

for the first, second, and third quarter forecast revisions.39 

 

4.3. Research design 

4.3.1. Response variables 

This thesis employs two non-market-based response variables to test hypotheses 1 and 2. 

The variables are used to provide a measure for: (1) the extent of earnings surprise 

(EARNSURP) and (2) the magnitude of downward earnings expectation adjustments (i.e., the 

extent to which management forecasts are ‘walked down’ from the previous quarter) 

(WALKDOWN). The response variables are defined in detail next. 

 

Earnings surprise 

Earnings surprise (EARNSURP) is measured by the extent to which realised earnings for 

year t differ from forecast earnings for year t (Kato, et al., 2009). The first measure for earnings 

surprise in management earnings forecasts is represented by the following equation: 

 

EARNSURPi,t     = (realised earnings -  forecast earnings)i,t  / MVEi,t-1 (1) 

 

                                                           
39  The relatively higher number of firm-year observations in the second quarter forecast revisions sample 

(16,138 firm-year observations) is because of a regulatory change to the requirement for quarterly 
reporting in Japan. The requirement for quarterly reporting became mandatory in Japan in April 2008. 
Before this mandatory requirement, firms in Japan were required to provide semi-annual reporting 
(which includes forecast revisions) at the second quarter earnings announcements, although quarterly 
reporting could also be provided by firms voluntarily in other quarters. Because of this requirement 
prior to April 2008, there are more forecast revisions in the second quarter than other quarters. I would 
like to thank Professor Koji Ota and Associate Professor Kohji Yoshikawa for making me aware of this 
requirement. 
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Table 4.1. 

Sample selection and data requirements 

Panel A: Summary of the selections for the initial sample and the initial forecast sample (2000-2010) 
 
Firms with a March fiscal year-end  43,600 
Less: Parent-level data  (20,921) 
 Insurance, financial services and securities firms  (773) 
 Delisted firmsa, irregular accounting periods, and negative book value of equity (105) 
 Missing forecasts of net income and data errors      (2,785) 
Initial sample identified    19,016 
Less: Observations for the 2000 year  (1,334) 
 Observations with insufficient data on all the model variables   (1,542) 
Initial forecast sample   16,140 
 

Panel B: Distribution of the initial sample and the initial forecast sample  
 
Year 

  
Initial sample 

  
% 

 Initial  
forecast sampleb 

  
%  

2000 1,334 7.02% n.a. n.a. 
2001 1,343 7.06% 1,249 7.74% 
2002 1,561 8.21% 1,478 9.16% 
2003 1,626 8.55% 1,529 9.47% 
2004 1,694 8.91% 1,573 9.75% 
2005 1,751 9.21% 1,616 10.01% 
2006 1,832 9.63% 1,668 10.33% 
2007 1,900 9.99% 1,707 10.58% 
2008 1,977 10.40% 1,767 10.95% 
2009 1,998 10.51% 1,778 11.02% 
2010 2,000 10.52% 1,775 11.00% 
Firm-year observations  19,016   100.00%      16,140   100.00% 

 

      
Panel C: Summary of the selections for initial forecast and three quarters forecast revision samples 
 
Initial forecast sample 

 
16,140 

 
Forecast revision samples derived after matching with firms in initial forecast sample on stock code and 
year:c 
 First quarter forecast revision sample 11,971 
 Second quarter forecast revision sample 16,138 
 Third quarter forecast revision sample 11,979 
Total number of firm-year observations in all the samples  56,228 
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Table 4.1 continued 
 
a The company handbook, Toyo Keizai Kaisha Shikihou (the summer edition), does not collect data for 

firms that have been delisted. These firms are removed from the sample because the data on their 
auditors do not exist in the company handbook. 

b The initial forecast sample is used in the main analysis to examine earnings surprises resulting from 
the difference between realised and initial management forecast earnings. As lagged variables are used 
in the main model, firm-year observations for the 2000 year are deleted. 

c The first, second, and third quarter forecast revision samples are used to examine earnings surprises 
resulting from the difference between realised and first, second, and third quarter revision forecast 
earnings, respectively. 
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where: 
i is a subscript for each firm; 
t is a subscript for each year; and 
‘earnings’ are defined as net income. 
MVE represents market value of equity, measured as the number of shares outstanding 
multiplied by the closing share price at year t-1.40   

 

EARNSURP is positive (negative) when realised earnings is greater (lower) than forecast 

earnings. Figure 4.1 provides a timeline of management earnings forecasts released at each 

earnings announcement during the year for firms in Japan with a March fiscal year-end. Based 

on this timeline, equation (1) can be used to calculate four response variables for the different 

kinds of earnings surprise: Initial, and First, Second and Third Quarter EARNSURP, 

respectively.41 

 

Downward earnings expectation adjustments 

EARNSURP measures the extent of the positive or negative earnings surprises at each 

earnings announcement. EARNSURP does not, however, capture the extent to which 

management earnings forecasts have been walked down (WALKDOWN). To capture this, the 

present quarter management revision forecast earnings are subtracted from the last quarter 

management revision forecast earnings (i.e., the change in forecast revisions, ∆forecast revision) 

(Brown and Pinello, 2007). This is represented by the following equation: 

                                                           
40  Lagged market value of equity (MVEi,t-1) is the choice of deflator because it reduces heteroscedasticity 

by incorporating the beginning period share price. In addition, incorporating the beginning period share 
price in the deflator is consistent with prior studies (e.g., Abarbenell, 1991; Rogers and Stocken, 2005). 

41  Note that equation (1) has also been used in prior studies to provide a measure of forecast bias and 
accuracy (e.g., Davidson and Neu, 1993; McConomy, 1998; Kasznik, 1999; Clarkson, 2000; Rogers and 
Stocken, 2005; Kato et al., 2009). A positive (negative) EARNSURP implies pessimistic (optimistic) 
earnings forecasts as the realised earnings are higher (lower) than the forecast earnings. Taking the 
absolute value of EARNSURP provides a measure of forecast accuracy.  
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Figure 4.1. 

Timeline for the measure of earnings surprises for firms with March fiscal year-enda 

 

a  The earnings forecasts issued by managers of firms in Japan at each earnings announcement (May, August, November and 
February) provide a basis to calculate four kinds of earnings surprises (EARNSURP): 

 Initial EARNSURP  =  realised earnings - initial forecast earnings; 
First Quarter EARNSURP =  realised earnings - first quarter revision forecast earnings; 
Second Quarter EARNSURP = realised earnings - second quarter revision forecast earnings; and 
Third Quarter EARNSURP = realised earnings - third quarter revision forecast earnings 
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 WALKDOWNi,t   = (∆forecast revisioni,t / MVEi,t-1) × 100 %                           (2) 

 

where: 
i is a subscript for each firm; 
t is a subscript for each year;  
∆forecast revision is calculated by management revision forecast earnings in the last quarter 
subtracting management revision forecast earnings in the present quarter; and 
MVE represents market value of equity, measured as the number of shares outstanding 
multiplied by the closing share price.42 

 

To illustrate the WALKDOWN variable, consider the following example. Suppose a firm 

releases a forecast for the third quarter of ¥100 (the present quarter management revision forecast 

earnings), and the forecast released for the second quarter is ¥200 (the last quarter management 

revision forecast earnings). If MVEi,t-1 is ¥1000, WALKDOWN is calculated to be 10 percent 

(i.e., (¥200 - ¥100) / ¥1000). This implies that the manager of this firm has adjusted the forecasts 

downward by 10 percent. Evidence for downward earnings expectation adjustments occurs when 

WALKDOWN is positive (Brown and Pinello, 2007).43 

 

4.3.2. Explanatory variables 

The main variables of interest are those that measure the constructs of audit quality and 

accounting flexibility for firms. To measure audit quality, this thesis uses a variety of variables to 

capture the size and industry specialisation of audit firms. This is because these two aspects are 

                                                           
42  To be consistent with the deflator used for EARNSURP, the difference between the present and the last 

quarter management forecast revisions (∆forecast revision) is scaled by MVEt-1. As part of the 
sensitivity analysis, two other deflators are used instead: (1) the last management forecasts (i.e., 
calculating the percentage change in forecasts), and (2) the lagged total assets (Brown and Pinello, 
2007). 

43  This thesis does not examine analysts’ forecasts provided for firms in Japan as only a small sample of 
firms in Japan has analysts’ coverage (thus, introducing self-selection bias into the sample), and all of 
these firms are audited by Big N auditors (thus, restricting the cross-sectional variation in audit quality). 
Furthermore, analysts’ forecasts data are costly and difficult to collect in Japan. Nevertheless, this thesis 
acknowledges the limitation of not examining analysts’ forecasts.  



85 
 

positively correlated with audit quality. To measure accounting flexibility, this thesis adopts the 

approach of Barton and Simko (2002). The explanatory variables are discussed in detail next. 

 

Audit firm size 

Prior studies show that firms audited by Big N auditors are considered to be associated 

with higher audit quality than firms audited by non-Big N auditors (DeAngelo, 1981; Palmrose, 

1986; Teoh and Wong, 1993; Becker, DeFond, Jiambalvo, and Subramanyam, 1998; Francis, 

Maydew, and Sparks, 1999; Boone, Khurana, and Raman, 2010; Kanagaretnam, Lim, and Lobo, 

2010; Chi, Lisic, and Pevzner, 2011). A binary variable, BIGN, is created, which takes the value 

of 1 when a firm is audited by a Big N auditor at year t-1, and 0 otherwise.44  

   

Auditor industry specialisation 

Firms audited by industry specialist auditors are considered to be associated with higher 

audit quality than firms audited by non-industry specialist auditors (Gramling and Stone, 2001; 

Krishnan, 2001; Balsam, Krishnan, and Yang, 2003; Reichelt and Wang, 2010). Table 4.2 shows 

the industry composition and the distribution of the initial forecast sample observations by 

industry in Japan. Using the Tokyo Stock Exchange (TSE) industry classification, 28 industries 

are classified from the initial forecast sample.45 Five industries collectively contribute more than 

48 percent of the observations in the final sample: wholesale trade (11.86%), electrical 

                                                           
44  Between 2000 and 2006 of the sample period, the Big 4 auditors in Japan are Asahi, ChuoAoyama, 

ShinNihon, and Tohmatsu. And, between 2007 and 2010, ChuoAoyama collapsed, leaving now Asahi, 
ShinNihon, and Tohmatsu, the Big 3 auditors. The BIGN is coded according to this change in the 
composition of Big N auditors in Japan. 

45  An alternative industry classification is the one provided by the Nikkei. The Nikkei classification 
identifies 130 industries. The Nikkei classification is not preferred as it is not comparable with the 
number of industries identified in the US studies (e.g., Mascarenhas, Cahan, and Naiker, 2010). In 
addition, some of the industries classified by the Nikkei are redundant and repetitive, which could 
render the Nikkei classification unreliable. 
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appliances (11.47%), machinery (10.30%), chemicals (8.43%), and construction (6.73%). The 

industry classification reported in table 4.2 is required to create the auditor industry 

specialisation (AIS) variables used for this thesis. 

The first AIS variable (AIS1) adopts the auditor-market-share approach. It is computed 

by dividing the total sales of each auditor’s clients in an industry at year t-1 by the total sales of 

all firms in the industry at year t-1. However, a limitation with the use of sales in the auditor-

market-share approach is that it provides an AIS measure that is biased toward large clients 

(Gramling and Stone, 2001; Krishnan, 2001; Balsam et al., 2003). This can be illustrated by the 

following example. Consider the multinational automobile giant, Toyota, and Aarata, its current 

external auditor in Japan. If the auditor-market-share approach (based on the total sales of 

auditor’s clients) is used to capture the industry specialisation of Aarata, Aarata is considered a 

specialist auditor in the automobile industry (given the large volume of sales in its client, Toyota). 

Nonetheless, it could also be argued that Aarata is not considered an industry specialist because 

it has much fewer clients than the Big N audit firms in Japan.  

To address this limitation, the second AIS variable (AIS2) is also used, which is based on 

the number of clients (in lieu of the total sales of clients). In particular, AIS2 is computed by 

dividing the total number of clients of each auditor in an industry at year t-1 by the total number 

of all clients in the industry at year t-1 (Balsam et al., 2003). 

The third AIS variable (AIS3) is derived following Mascarenhas et al. (2010), which is 

based on a consolidation of two common approaches that determine the industry specialisation of 

audit firms. The two approaches are auditor-market-share and the auditor-portfolio-share. The 

auditor-market-share approach captures “within-industry differentiation across competing 
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Table 4.2. 

Industry composition of the initial forecast sample 

 
TSE Codea 

 
Industry 

 
Obs. 

 
 % 

6050 Wholesale Trade 1,914 11.86% 
3650 Electrical Appliances 1,852 11.47% 
3600 Machinery 1,458 10.30% 
3200 Chemicals 1,360 8.43% 
2050 Construction 1,086 6.73% 
5250 Information & Communications 870 5.39% 
9050 Services 791 4.90% 
3700 Transport - Equipment   784 4.86% 
3050 Food 681 4.22% 
6100 Retail Trade 546 3.38% 
5050 Land Transportation 539 3.34% 
3800 Miscellaneous Manufacturing 511 3.17% 
3550 Metal Work 475 2.94% 
3100 Textile Mill 415 2.57% 
3450 Iron & Steel 421 2.61% 
3400 Glass & Ceramics 402 2.49% 
5200 Warehousing & Harbour Transportation Services 292 1.81% 
3500 Nonferrous Metals  280 1.73% 
3750 Precision Instruments 277 1.72% 
3250 Pharmaceutical 267 1.65% 
8050 Real Estate 233 1.44% 
4050 Electric Power & Gas 185 1.15% 
3150 Pulp & Paper 148 0.92% 
3350 Rubber  138 0.86% 
5100 Sea Transportation 105 0.65% 
0050 Fishery Agriculture & Forestry 45 0.28% 
3300 Petroleum 40 0.25% 
1050 Mining 25  0.15% 

  16,140  100.00% 
    
 
a Industries are classified using the Tokyo Stock Exchange (TSE) codes. Classification using the 

TSE codes yields 28 industries. 
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auditors” (Mascarenhas et al., 2010, p. 66) and is derived by AIS1 (i.e., the first AIS variable). 

The auditor-portfolio-share approach captures “within-audit firm differentiation across industries” 

(Mascarenhas et al., 2010, p. 66), and is derived by dividing the total sales of each auditor’s 

client firms in an industry at year t-1 by the total sales of all client firms of each auditor at year  

t-1 (PSHARE). A composite measure (COMPOSITE) is then calculated by multiplying AIS1 

and PSHARE for each audit firm within each industry-year combination. To create a binary 

variable, COMPOSITE is compared to a weighted market share cut-off (CUTOFF). CUTOFF is 

represented as follows: 

 

CUTOFFi,t-1 = minimum (AIS1i,t-1) × expected (PSHAREi,t-1)   (3) 

 

Where: 

minimum (AIS1i,t-1)   =  minimum market share required in order for an audit firm 

   to be a specialist in an industry.46  

expected (PSHARE i,t-1) = expected auditor portfolio share in an industry if all 

   industries are equally represented in an audit firm’s 

   portfolio.47  

 

Hence, CUTOFF calculated for years 2000 through 2006 is 0.0107 (0.30 × [1/28]). For years 

2007 through 2010, CUTOFF is 0.0143 (0.40 × [1/28]). Finally, AIS3 is coded one where 

COMPOSITE equals or exceeds the corresponding CUTOFF, and 0 otherwise.  

                                                           
46  Consistent with Payne (2008), the minimum market share is derived by multiplying 1/n and 1.2 (where 

n is the number of Big N auditors). Payne does not explain how the 1.2 is derived, but this formula 
derives a market share consistent with prior studies (e.g., Mascarenhas et al., 2010).  

  For years 2000 through 2006 of the sample period, the minimum market share is calculated to be 
30 percent (1/4 × 1.2) when there were four big audit firms in Japan (the Big 4). For years 2007 through 
2010, when there were three big audit firms in Japan (the Big 3), the minimum market share is 
calculated to be 40 percent (1/3 × 1.2) (see chapter 3 for a discussion of the circumstances that led to the 
demise of one of the Big 4 auditors in 2006, resulting in the Big 3 audit firms in Japan from 2007). 

47  Consistent with Mascarenhas et al. (2010), this is computed by taking one over the total number of 
industries represented in the sample of this thesis (28 industries). 
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In sum, this thesis adopts three variables to capture the industry specialisation of audit 

firms. It is necessary to use more than one variable to capture the industry specialisation of audit 

firms because: 

 The industry specialisation of audit firms is difficult to capture, as it is not directly 

observable. Therefore, prior studies, such as, Balsam et al. (2003), attempt to solve this 

measurement problem by employing several proxies. 

 If only one variable is used to capture the industry specialisation of audit firms, then it is 

difficult to determine how the audit firm accrues the skills and expertise in an industry 

(Gramling and Stone, 2001; Krishnan, 2001; Balsam et al., 2003).  

 

Accounting flexibility 

Barton and Simko (2002) imply that accounting flexibility is reflected in the levels of net 

operating assets and its components. In particular, Barton and Simko argue that due to the 

articulation between the income statement and the balance sheet, the optimistic bias in earnings 

(an income statement element) in prior periods is accumulated in net operating assets (a balance 

sheet element). Therefore, it is argued that managers who optimistically bias earnings in prior 

periods tend to report overstated net asset values at the beginning of year t for their firms. Barton 

and Simko imply that overstated net asset values at the beginning of year t translate to lower 

accounting flexibility at the beginning of year t. This is because, due to the reversing nature of 

accruals, Barton and Simko find that managers’ ability to optimistically bias earnings for year t is 

constrained by the extent to which net assets are already overstated on the balance sheet at the 

beginning of year t.  
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Following Barton and Simko (2002), this thesis measures accounting flexibility (FLEX) 

by dividing the beginning balance of net operating assets by the net sales at year t-1 (NOA). Net 

operating assets are defined as shareholders’ equity less cash and marketable securities, plus total 

debt. However, DeFond (2002) argues that the measure proposed by Barton and Simko is limited 

as the measure could be capturing systematic differences across industries rather than previous 

earnings management. To address this limitation, FLEX is adjusted for systematic industry 

differences by subtracting the industry median of NOA.48  

 

4.3.3. Control variables 

Several variables are incorporated in the main model to control for other factors that can 

influence earnings surprises resulting from the difference between realised and management 

forecast earnings. The objective of these control variables is to hold the following constructs 

constant: (1) earnings management; (2) firms’ prior performance in profitability; (3) firm size; 

(4) prior forecast optimism; (5) financial institution and foreign ownerships; and (4) industry and 

year fixed-effects.  

 

Earnings management 

As previously discussed in section 3.3 of chapter 3, upward earnings management can 

influence the earnings surprises that managers of firms report. Kasznik (1999) finds evidence 

consistent with managers issuing earnings forecasts and then manipulating realised earnings 

upward to meet their earnings forecasts. Hence, earnings management, as measured by 

                                                           
48  In the sensitivity analysis, Barton and Simko (2002) split NOA into three components (working capital, 

net fixed assets, and other long-term assets) to capture varying degrees of accruals manipulation. Due to 
unavailability of data, this thesis cannot replicate the sensitivity analysis carried out by Barton and 
Simko. This is acknowledged as a limitation of this thesis. 
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discretionary accruals, is included in the main model. Consistent with Dechow, Sloan, and 

Sweeney (1995), total accruals (TACC) are computed as: 

 

TACCi,t = (∆current assets - ∆current liabilities - ∆cash + ∆short-term debt -

depreciation)i,t / total assetsi,t-1 

 

(4) 

 

To determine the nondiscretionary accruals (NDACC), the following modified Jones 

(1991) model (Dechow et al., 1995) is estimated: 

 

NDACCi,t = β1 1 / total assetsi,t-1 + β2 (∆revenue - ∆net receivables)i,t / total assetsi,t-1 

+ β3 gross property, plant and equipmenti,t / total assetsi,t-1   

 

(5) 

 

Discretionary accruals (DACC) are then calculated by subtracting nondiscretionary 

accruals from the total accruals: 

 

DACCi,t = TACCi,t  - NDACCi,t (6) 

 

Dechow et al. (1995) develop the modified Jones model to address the limitation in the 

original Jones (1991) model. In particular, the original Jones model assumes that the change in 

revenues is nondiscretionary, when the change can be due to earnings management caused by 

managers of firms exercising discretion over the recognition of revenue on credit sales. As a 

result, the estimation of earnings management using the original Jones model can be biased 

towards zero. To overcome this limitation, the approach of Dechow et al. is followed by 

incorporating the change in receivables (Δnet receivables) in the nondiscretionary accruals model. 

Gross property, plant and equipment are incorporated to control for the variation in total accruals 

explained by nondiscretionary depreciation expense. The variables are deflated by lagged total 
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assets to reduce the effect of heteroscedasticity. Consistent with the literature, a cross-sectional 

model is selected to estimate the discretionary accruals (DeFond and Jiambalvo, 1994; Kasznik, 

1999; Barton and Simko, 2002; Rogers and Stocken, 2005).49 

 

Prior performance in profitability 

Kato et al. (2009) find a positive relationship between firms’ prior performance in 

profitability and positive earnings surprises arising from the difference between realised and 

management forecast earnings in both univariate and multivariate analyses. In particular, Kato et 

al. (2009) find that firms with strong prior performance in profitability are associated with more 

pessimistic earnings forecasts, thereby resulting in positive earnings surprises for year t. 

Consistent with Kato et al., firms’ prior performance in profitability (LAGROA) is measured as 

the ratio of net income for year t-1 to total assets at t-1 year-end (i.e., the prior year’s return on 

assets ratio).  

 

Firm size 

Firm size (SIZE) is measured as the natural logarithm of total assets at year-end t. Ota 

(2006) argues that managers of larger firms in Japan regard their published earnings forecasts as 

commitments to the stakeholders and interested parties. Therefore, managers of larger firms tend 

to be more conservative with their earnings forecasts (implying positive earnings surprises) in 

order to avoid disappointing the stakeholders and interested parties by failing to meet their 

forecasts. 

                                                           
49  Haw, Hu, Hwang, and Wu (2004) find that the cross-sectional approach yields a more efficient 

estimation of accrual manipulation than the time-series approach. In addition, the data requirements for 
using the cross-sectional approach are less restrictive. Therefore, the cross-sectional approach yields a 
larger sample, and is less likely to be adversely affected by survivorship bias (Bartov, Gul, and Tsui, 
2000). 
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Prior forecast optimism  

Ota (2006) and Kato et al. (2009) find that the optimism in earnings forecasts in year t-1 

tends to persist to year t (i.e., managers of firms with a history of issuing optimistic earnings 

forecasts are more likely to continue to be optimistic in year t). This in turn implies that the 

earnings surprises for firms with a history of issuing optimistic earnings forecasts are likely to be 

negative at the end of year t. Prior optimism in earnings forecasts (PRIOROPT) is measured as a 

binary variable which is coded 1 when the earnings surprise for firm i in year t-1 is negative, and 

0 otherwise.  

 

Corporate governance 

Prior studies establish a relationship between institutional ownership and the properties of 

management earnings forecasts (Ajinkya, Bhojray, and Sengupta, 2005; Tokoro and Nagata, 

2012). It is particularly important to control for institutional ownership in Japan as banks play an 

important role in the corporate governance of firms in Japan. Hence, financial institution 

ownership (OWNBANK) and foreign ownership (OWNFORN) are included to control for 

corporate governance.  

Consistent with Kato et al. (2009), OWNBANK is defined as the percentage ownership 

interest of financial institutions (namely, bank and insurance companies), and OWNFORN is 

defined as the percentage ownership interest of foreign investors. Kato et al. find a positive 

relationship between insider ownership and negative earnings surprises for year t, but they do not 

find a relationship between OWNBANK, OWNFORN, and negative earnings surprises.  
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Interaction terms 

Several studies provide evidence indicating an interaction between the explanatory and 

control variables previously discussed. For instance, Becker et al. (1998) argue that a firm’s 

degree of accounting flexibility varies with audit quality. In particular, Becker et al. provide 

findings consistent with lower-quality auditors (non-Big 6 auditors) allowing greater accounting 

flexibility in management’s choice of discretionary accruals. Based on Becker et al., the 

interaction terms BIGN×FLEX and FLEX×DACC are created and incorporated in the main 

model. The purpose of these interaction terms is to control for how audit quality interacts with 

accounting flexibility in influencing earnings surprises, and how accounting flexibility at the 

beginning of year t interacts with earnings management at the end of year t in influencing 

earnings surprises. 

Kato et al. (2009) show that both the prior performance in profitability (LAGROA) and 

prior forecast optimism (PRIOROPT) are important determinants of earnings surprises for year t 

through their effect on forecast earnings. To understand how LAGROA and PRIOROPT 

interplay with each other, and with other variables, in influencing earnings surprises for year t, 

the following interaction terms are introduced in the main model: PRIOROPT×LAGROA, 

BIGN×LAGROA, and PRIOROPT×FLEX. In particular, PRIOROPT×LAGROA shows the 

effect of firms with a history of issuing optimistic forecasts and a strong prior performance in 

profitability on earnings surprises for year t. BIGN×LAGROA provides evidence on the effect of 

firms with higher-quality auditors at year t-1 and a strong prior performance in profitability on 

earnings surprises for year t. PRIOROPT×FLEX shows the effect on earnings surprises of firms 

with a history of issuing optimistic forecasts and lower accounting flexibility at year t-1. 
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Industry and year 

Kato et al. (2009) document systematic year-to-year variation in forecast optimism 

caused by economic fluctuations in Japan. As forecast optimism affects earnings surprises, 

binary variables for year are included to control for year fixed effects. To control for possible 

industry variations in forecast optimism, binary variables for industry are also included.  

 

4.3.4. Multivariate model 

To model earnings surprises and the magnitude of downward earnings expectation 

adjustments as a function of audit quality, accounting flexibility and control variables, this thesis 

estimates the following OLS regression model (expected sign of the coefficients in parentheses, 

except for the institutional ownership, interaction and the YEAR and INDUSTRY variables):   

Yi,t = α + β1Xi,t-1 + β2FLEXi,t-1 + β3DACCi,t + β4LAGROAi,t 
    (+)  (–)  (+)  (+) 
  + β5SIZEi,t + β6PRIOROPTi,t + β7OWNBANKi,t + β8OWNFORNi,t 
   (+)  (–)   
  + β9Xi,t-1×FLEXi,t-1 + β10FLEXi,t-1×DACCi,t   
   
  + β11PRIOROPTi,t×LAGROAi,t + β12Xi,t-1×LAGROAi,t 
   
  + β13PRIOROPTi,t×FLEXi,t-1 + ∑ γ𝑘

n
k=1 YEAR𝑘   + ∑ λk

n
k=1 INDUSTRYk   

        
  + ɛi,t  (7) 

 

Where: 

Yi,t  = the variables that measure earnings surprises, respectively (Initial, First Quarter, 
  Second Quarter, or Third Quarter EARNSURP), or the magnitude of earnings 
   expectation adjustments (WALKDOWN), for each firm i in each year t; 
Xi,t-1 = the variables that measure audit quality, respectively (BIGN, AIS1, AIS2, or 
   AIS3), for each firm i in each year t-1; 
α, β1 to β13, ϒk, and λk are parameters of the model; and  
ɛ is the error term. 
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The main variables of interest are X, which composes of BIGN, AIS1, AIS2, or AIS3, 

respectively, and FLEX. Hypothesis 1 states that, ceteris paribus, firms with higher-quality 

auditors at year t-1 are more likely to use downward earnings expectation adjustments in order to 

report positive earnings surprises for year t. To provide evidence to support this hypothesis, the 

coefficient estimate β1 of X is expected to be positive and statistically significant. Hypothesis 2 

states that, ceteris paribus, managers of firms with lower accounting flexibility at year t-1 are 

more likely to use downward earnings expectation adjustments in order to report positive 

earnings surprises for year t. To provide evidence consistent with this hypothesis, the coefficient 

estimate β2 of FLEX is expected to be negative and statistically significant.  

The control variables for which a sign can be predicted are DACC, LAGROA, SIZE, and 

PRIOROPT. The coefficient estimate β3 of DACC is expected to be positive and statistically 

significant because prior studies find that managers can manipulate realised earnings to exceed 

forecast earnings, resulting in positive earnings surprises (McNichols, 1989; Kasznik, 1999). 

Consistent with prior studies, the coefficient estimates of LAGROA and SIZE, β4 and β5, 

respectively, are expected to be positive and statistically significant (Ota, 2006; Kato et al., 2009). 

In particular, firms are more likely to report positive earnings surprises when the firms are large 

and perform strongly in the prior year. In line with prior studies (Ota, 2006; Kato et al., 2009), 

the coefficient estimate β6 of PRIOROPT is expected to be negative and statistically significant. 

That is, managers of firms with a history of issuing optimistic earnings forecasts are more likely 

to report negative earnings surprises. This is because these managers are more likely to continue 

to issue optimistic earnings forecasts exceeding realised earnings at the end of year t. 

Petersen (2009) highlights the importance of correcting standard errors for cross-sectional 

and time-series dependence when dealing with panel data. Gow, Ormazabal, and Taylor (2010) 
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illustrate that accounting for cross-sectional and time-series dependence can significantly 

influence statistical inferences in accounting research. To take both types of dependence into 

account, the standard errors from the OLS regression of model (7) are corrected for clusters in 

both firm and year dimensions. 

 

4.4. Descriptive statistics  

This section presents the descriptive statistics of the key financial qualities of firms that 

affect earnings surprises in Japan over the sample period. Using the initial sample of 19,016 

firm-year observations, the descriptive statistics are presented by year over the sample period in 

table 4.3.50 The overall mean (median) results are included in the last column of the table.  

The overall mean (median) values of net sales, ordinary income (defined as earnings 

before tax and extraordinary items), and net income over the sample period are ¥261 billion (¥47 

billion), ¥12 billion (¥2 billion), and ¥5 billion (¥0.7 billion), respectively. The overall mean 

(median) values of total assets, market capitalisation, ROA, and debt-to-equity ratio over the 

sample period are ¥299 billion (¥47 billion), ¥150 billion (¥17 billion), 1.5 percent (1.7 percent), 

and 2.596 (1.297), respectively. Overall, 77 percent of firms in Japan are clients of Big N audit 

firms, while 31 percent are clients of industry specialist audit firms. 

Figure 4.2 shows the financial and economic trends over the sample period in respect of 

the selected mean variables: net sales, ordinary income, net income, total assets, and market 

capitalisation (based on the results reported in table 4.3). These variables are necessary to

                                                           
50  The initial sample is considered to be more suitable for creating the descriptive statistics for this chapter 

because the initial sample is more comprehensive than the initial forecast sample. This is because the 
initial sample is not restricted to the specification of the main model (e.g., the initial sample retains 
observations for which lagged variables are not able to be calculated). Nevertheless, the descriptive 
statistics on the initial forecast sample is presented in chapter 5. 
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Table 4.3. 

Descriptive statistics of key variablesb for firms included in the initial sample  

  2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 Overall 
Net sales 261,916 273,649 244,188 237,710 238,075 250,129 261,861 275,802 300,416 275,926 242,776 260,854 
(¥ million) (50,483) (54,398) (47,147) (44,882) (45,134) (46,805) (47,655) (48,263) (48,792) (44,943) (39,782) (46,661) 
             
Ordinary income  8,466 11,780 6,394 9,761 11,855 14,553 15,699 16,240 18,088 7,004 8,668 11,845 
(¥ million) (1,578) (2,043) (1,124) (1,381) (1,779) (2,128) (2,267) (2,288) (2,118) (977) (1,099) (1,660) 
             
Net income 1,667 4,328 182 3,275 5,904 6,120 8,586 8,734 10,096 294 3,720 5,052 
(¥ million) (510) (569) (317) (411) (873) (1,142) (1,124) (1,187) (1,013) (267) (514) (679) 
             
Total assets 317,110 333,299 302,068 284,064 281,597 283,864 295,910 302,253 313,011 291,565 297,691 299,289 
(¥ million) (54,754) (57,645) (50,438) (46,243) (46,022) (46,007) (47,471) (47,505) (45,668) (41,765) (41,873) (46,880) 
             
Market cap. 218,484 167,561 132,424 98,069 136,478 139,785 196,866 199,969 152,132 96,797 128,292 149,872 
(¥ million) (18,051) (16,742) (12,972) (11,400) (19,091) (23,174) (31,672) (24,247) (15,471) (10,414) (13,901) (17,336) 
             
Return-to-assets 0.011 0.011 0.002 0.008 0.022 0.028 0.028 0.028 0.020 -0.006 0.009 0.015 
  (0.012) (0.012) (0.007) (0.010) (0.020) (0.025) (0.027) (0.029) (0.024) (0.008) (0.014) (0.017) 
             
Debt-to-equity 3.321 3.106 3.869 3.679 3.341 2.206 1.980 1.865 1.854 2.277 1.919 2.596 
  (1.487) (1.560) (1.487) (1.463) (1.396) (1.314) (1.224) (1.222) (1.175) (1.152) (1.107) (1.297) 
             
BIGN  78.56% 79.75% 78.86% 80.87% 80.99% 81.38% 81.93% 65.05% 75.21% 73.57% 72.35% 76.79% 
AIS3  31.93% 34.10% 31.97% 31.98% 32.00% 34.27% 36.35% 25.89% 28.02% 29.88% 29.45% 31.25% 
             
N 1,334 1,343 1,561 1,626 1,694 1,751 1,832 1,900 1,977 1,998 2,000 19,016 

 

 
a This table reports the mean values (with the median values in parentheses) on the key financial results and characteristics of firms with a 

March fiscal year-end over the sample period of this thesis (2000-2010). The overall mean values (with the overall median values in 
parentheses) in the last column of the table. Outliers at or beyond the 1st and 99th percentiles of the distributions of all continuous 
variables have been winsorised.  
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b Ordinary income = earnings before Tax and Extraordinary Items 
 Market cap. =  the number of shares outstanding multiplied by end of year closing 

   share price  
 Return-to-assets = ratio of net income for year t to total assets at t-1 year end 
 Debt-to-equity = ratio of total liabilities to shareholders’ equity 
 BIGN = binary variable coded 1 if a firm is audited by a Big N audit firm,  

  and 0 otherwise 
 AIS3 = binary variable coded 1 if a firm is audited by an industry specialist 

   audit firm, and 0 otherwise (Mascarenhas et al., 2010) 
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provide a general indication of the effect on the earnings surprise in each year over the sample 

period. For example, if net income, on average, decreases in a particular year, then it is possible 

that the earnings surprise for that year is negative on average (assuming earnings forecasts at the 

beginning of the year are optimistic).  

The reported trends reflect the volatile state of the Japanese economy since 2000. From 

2003 to 2007, all the financial components (net sales, ordinary income, net income, total assets, 

and market capitalisation) seem to be on a steady upward trend. This is consistent with the 

economic condition, reported in various media outlets (e.g., The Economist and BBC News UK), 

to have happened in Japan during this period. During this period, Japan was seemingly 

experiencing a strong economic recovery (The Economist, 2009). However, as reported by The 

Economist (2009), Japan later experienced a shrinking economy in 2009. Its economy has 

reportedly contracted by 4% (or by 15.2% on an annual basis), largely due to the global 

economic downturn causing a sharp drop in demand for Japanese exports. This significant  

downturn of the Japanese economy could explain the decline in all the financial components 

between 2008 and 2009. 

 

4.5. Summary  

The research methodology used to test the hypotheses is discussed in this chapter. The 

sample that is selected consists of firms with a March fiscal year-end that provide management 

earnings forecasts over the period 2000 to 2010 in Japan. An initial sample of 19,016 firm-year 

observations is identified. Based on this initial sample, the sample for analysing the earnings 

surprises resulting from the difference between realised and initial management forecast earnings 

is selected (16,140 firm-year observations) (the initial forecast sample). To examine downward 
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Figure 4.2. 

Financial and economic trends of the mean net sales, ordinary income, net income, total assets, and market capitalisation 
(Market cap.) in the sample period 
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earnings expectation adjustments, three samples containing forecast revisions released at the first, 

second and third quarter earnings announcement are selected by using the matching procedure 

with the initial forecast sample. This yields 11,971, 16,138, and 11,979 firm-year observations 

for the first, second and third quarter forecast revisions samples, respectively.     

A multivariate regression model estimated using OLS is used to test hypotheses 1 and 2. 

The response variables used in this model are designed to capture the extent of earnings surprises 

(EARNSURP) and the magnitude of downward earnings expectation adjustments 

(WALKDOWN). Specifically, to test hypothesis 1, four variables that measure audit quality 

(BIGN, AIS1, AIS2, and AIS3) are included in the model as explanatory variables. If there is 

evidence consistent with hypothesis 1, then the sign on all the audit quality variables is expected 

to be positive and statistically significant. To test hypothesis 2, this thesis follows Barton and 

Simko (2002) in constructing a variable that captures accounting flexibility (FLEX). If there is 

evidence supporting hypothesis 2, then the sign on this particular variable is expected to be 

negative and statistically significant. 

The results of using the research methodology to test the hypotheses, as outlined in this 

chapter, are discussed next in chapter 5. 
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CHAPTER 5 

RESULTS 

 

5.1. Introduction 

This chapter presents the results of statistical tests of the two hypotheses developed in 

chapter 3. Hypothesis 1 states that, ceteris paribus, firms with higher-quality auditors at year t-1 

are more likely to use downward earnings expectation adjustments in order to report less 

negative earnings surprises for year t. Hypothesis 2 states that, ceteris paribus, managers of firms 

with lower accounting flexibility at year t-1 are more likely to use downward earnings 

expectation adjustments in order to report less negative earnings surprises for year t. Section 5.2 

presents descriptive statistics, which include the correlation matrices of the regression variables 

used for testing the hypotheses. Univariate and multivariate results of testing hypotheses 1 and 2 

are discussed in section 5.3, and in section 5.4, a summary of the findings is provided. 

 

5.2. Descriptive Statistics  

Table 5.1 presents descriptive statistics of the variables used to test the hypotheses. Panel 

A shows descriptive statistics for the response and explanatory variables. The response variables 

are the four kinds of EARNSURP (initial, and first, second and third quarters of year t), and 

WALKDOWN calculated for four periods of year t: (1) initial to third quarter (Overall)51; (2) 

initial to first quarter (First); (3) first to second quarter (Second); and (4) second to third quarter 

                                                           
51  The WALKDOWN period, initial to third quarter, captures downward forecast revisions from the 

beginning to the third quarter of year t. This period is defined as ‘overall’ as it ignores downward 
forecast revisions between quarters (e.g., from first to second quarter). This period is useful as it 
provides a general pattern of the forecast revisions. The other WALKDOWN periods (i.e., First, Second, 
and Third) provide a more in depth pattern of the forecast revisions.   
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(Third). Panel A shows that, consistent with prior studies (e.g., Kato, Skinner, and Kunimura, 

2009), the mean for all kinds of EARNSURP is negative and increasing (i.e., less negative). 

Specifically, the mean increases from the beginning to the first quarter of the year (-4.0 percent 

to -3.0 percent); from the first to the second quarter of the year (-3.0 percent to -2.2 percent); and 

from the second to the third quarter of the year (-2.2 percent to -0.7 percent). The increasing 

mean reflects the effect of forecast horizon on management earnings forecasts. That is, as firms 

approach the end of the year, the managers become more certain about realised earnings, and 

thereby increasing their ability to provide less upward biased earnings forecasts.52 

The mean Overall WALKDOWN is 2.368 percent. The mean First, Second, and Third 

WALKDOWN are positive, with the magnitude increasing for WALKDOWN made later during 

the year. In particular, the mean Third WALKDOWN is larger than the mean Second 

WALKDOWN (1.125 percent vs 0.970 percent, respectively), while the mean Second 

WALKDOWN is larger than the mean First WALKDOWN (0.970 percent vs 0.179 percent, 

respectively). WALKDOWN is the largest at the third quarter of the year (1.125 percent). Taken 

together, these results indicate that managers of firms in Japan tend to revise their forecasts 

downward to report less negative earnings surprises, consistent with Kato et al. (2009).  

With respect to the explanatory variables, panel A shows that, on average, 77.1 percent of 

the firms in the sample are clients of Big N auditors in Japan, while only 31.9 percent of the 

firms are clients of industry specialist auditors (as measured by AIS3). The mean (median) AIS1 

and AIS2 is 20.2 percent (18.3 percent) and 17.8 percent (19.8 percent), respectively. The mean 

FLEX suggests that the beginning balance of net operating assets is 3.9 percent larger than t-1 

year-end sales on average. In respect of the control variables, the mean (median) DACC, 

                                                           
52  Issuing less upward biased earnings forecasts will result in less negative earnings surprises, as the 

forecast earnings are decreasing against the realised earnings. 
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LAGROA, and SIZE estimated for the firms in the sample is -0.001 (-0.003), 0.015 (0.017), and 

11.026 (10.806), respectively. The mean PRIOROPT suggests that about 60 percent of the 

earnings forecasts issued by firms in the prior year are optimistic. Consistent with Kato et al. 

(2009), the percentage ownership of financial institutions in firms in Japan is, on average, larger 

than the percentage ownership of foreign institutions (the mean OWNBANK is 23.855 percent 

vs 8.629 percent, the mean OWNFORN). 

Panel B presents Spearman and Pearson correlations between the explanatory variables 

and the four kinds of EARNSURP. Overall, the correlations show that EARNSURP (initial, and 

first, second, and third quarters) is positively related to the audit quality measures (BIGN, AIS1, 

AIS2, and AIS3), DACC, LAGROA, SIZE, OWNBANK, and OWNFORN. That is, larger firms, 

and firms with higher-quality auditors, higher levels of discretionary accruals, higher percentages 

of institutional ownership, and stronger performance in the prior year, tend to report less negative 

earnings surprises for year t. The correlations also show that EARNSURP is negatively related to 

FLEX and PRIOROPT, indicating that firms with lower accounting flexibility and optimistic 

earnings forecasts in the prior year tend to report more negative earnings surprises for year t. 

Panel C presents Spearman and Pearson correlations between the explanatory variables 

and WALKDOWN (Overall, First, Second, and Third). The correlations show that the Overall 

WALKDOWN is negatively related to BIGN, AIS1, AIS2, AIS3, DACC, LAGROA, SIZE, 

OWNBANK, and OWNFORN. That is, larger firms, and firms with higher-quality auditors, 

higher levels of discretionary accruals, higher percentages of institutional ownership, and 

stronger performance in the prior year, use downward earnings expectation adjustments in year t 

to a smaller extent. The correlations also show that WALKDOWN is positively related to FLEX 

and PRIOROPT, indicating that firms with lower accounting flexibility and optimistic earnings 



106 
 

forecasts in the prior year use downward earnings expectation adjustments in year t to a larger 

extent. The remaining WALKDOWN (First, Second, and Third) provide evidence of correlations 

that is consistent with the Overall WALKDOWN. 

Panels D to G present the correlation matrices for the main variables of interest (i.e., 

BIGN, AIS1, AIS2, AIS3, and FLEX) and the control variables, respectively. The lower 

diagonal reports Pearson correlations, while the upper diagonal reports Spearman correlations. 

Correlation coefficients shown in bold and italics are significant at the one and five percent 

levels, respectively. 

Panel D shows that BIGN is negatively related to FLEX (Pearson and Spearman 

correlations of -0.028 and -0.024, respectively, and significant at the one percent level), 

suggesting that firms with higher-quality auditors at year t-1 tend to have lower accounting 

flexibility at year t-1, consistent with prior studies (e.g., Becker, DeFond, Jiambalvo, and 

Subramanyam, 1998). With respect to the three AIS measures, panel F shows that only AIS2 is 

negatively related to FLEX (Pearson correlation of -0.032 and significant at the one percent 

level). 

The correlation matrices in panels D to G show that FLEX is negatively related to DACC 

(Pearson and Spearman correlations of -0.035 and -0.045, respectively, and significant at the one 

percent level), suggesting that firms with lower accounting flexibility at year t-1 are related to 

higher levels of discretionary accruals for year t. LAGROA is negatively related to PRIOROPT 

(Pearson and Spearman correlations of -0.402 and -0.483, respectively, and significant at the one 

percent level). The correlation between LAGROA and PRIOROPT is consistent with Kato et al. 

(2009). That is, prior forecast optimism is negatively related to contemporaneous performance. 
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 Table 5.1. 

Descriptive statistics of regression variablesa 
 

Panel A: Descriptive statistics of response and explanatory variables 

Variableb    N Mean  Median   SD      Min    Max 

RESPONSE 

EARNSURP 
Initial  16,140 -0.040 -0.006 0.131 -0.799 0.193 
First Quarter 11,971 -0.030 -0.003 0.118 -0.696 0.201 
Second Quarter 16,138 -0.022 -0.002 0.085 -0.513 0.136 
Third Quarter 11,979 -0.007 0.001 0.056 -0.334 0.126 

WALKDOWNc 
Overall (%) 11,979 2.368 0.000 8.394 -12.155 46.445 
First (%) 11,971 0.179 0.000 1.472 -3.283 10.278 
Second (%) 11,969 0.970 0.000 4.544 -8.745 26.386 
Third (%) 11,977 1.125 0.000 4.161 -4.907 25.439 

EXPLANATORY 

BIGN 16,140 0.771 1.000 0.420 0.000 1.000 
AIS1 16,140 0.202 0.183 0.152 0.000 0.573 
AIS2 16,140 0.178 0.198 0.099 0.002 0.393 
AIS3 16,140 0.319 0.000 0.466 0.000 1.000 
FLEX 16,140 0.039 -0.013 0.430 -1.128 1.833 
DACC 16,140 -0.001 -0.003 0.084 -0.240 0.278 
LAGROA 16,140 0.015 0.017 0.044 -0.182 0.122 
SIZE 16,140 11.026 10.806 1.519 8.062 15.374 
PRIOROPT 16,140 0.601 1.000 0.490 0.000 1.000 
OWNBANK(%) 16,140 23.855 22.134 14.033 0.642 57.861 
OWNFORN(%) 16,140 8.629 4.519 10.164 0.000 44.240 
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Table 5.1 continued 
 
Panel B: Spearman and Pearson correlations between explanatory and EARNSURP variables 

 Correlation with EARNSURP 
    Quarter 
 Initial First Second Third 

Variableb Spearman  Pearson  Spearman  Pearson  Spearman  Pearson  Spearman  Pearson 
BIGN 0.038*** 0.057*** 0.045*** 0.063*** 0.037*** 0.047*** 0.037*** 0.046*** 
AIS1 0.046*** 0.048*** 0.035*** 0.047*** 0.041*** 0.036*** 0.040*** 0.030*** 
AIS2 0.019** 0.053*** -0.007 0.045*** 0.014 0.037*** 0.013 0.032*** 
AIS3 0.039*** 0.031*** 0.040*** 0.034*** 0.036*** 0.019** 0.054*** 0.027*** 
FLEX -0.045*** -0.059*** -0.038*** -0.049*** -0.040*** -0.049*** -0.052*** -0.063*** 
DACC 0.054*** 0.098*** 0.064*** 0.112*** 0.054*** 0.084*** 0.046*** 0.075*** 
LAGROA 0.156*** 0.252*** 0.085*** 0.227*** 0.101*** 0.205*** 0.011 0.155*** 
SIZE 0.144*** 0.133*** 0.138*** 0.136*** 0.099*** 0.106*** 0.069*** 0.084*** 
PRIOROPT -0.194*** -0.167*** -0.175*** -0.163*** -0.139*** -0.137*** -0.084*** -0.109*** 
OWNBANK(%) 0.125*** 0.139*** 0.153*** 0.156*** 0.088*** 0.120*** 0.084*** 0.110*** 
OWNFORN(%) 0.177*** 0.123*** 0.128*** 0.098*** 0.114*** 0.098*** 0.042*** 0.059*** 
N 16,140 11,971 16,138 11,979 
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Table 5.1 continued 
 
Panel C: Spearman and Pearson correlations between explanatory and WALKDOWN variables 

 Correlation with WALKDOWN 

 Overall First Second Third 
 (initial to quarter three)  (initial to quarter one) (quarter one to two) (quarter two to three) 

Variableb  Spearman  Pearson  Spearman  Pearson  Spearman  Pearson  Spearman  Pearson 
BIGN -0.042*** -0.067*** -0.045*** -0.067*** -0.031*** -0.054*** -0.020** -0.047*** 
AIS1 -0.021** -0.046*** -0.028*** -0.041*** -0.022*** -0.044*** -0.003 -0.023** 
AIS2 0.013 -0.049*** -0.017* -0.058*** 0.010 -0.043*** 0.023** -0.024*** 
AIS3 -0.025*** -0.029*** -0.017* -0.024*** -0.027*** -0.036*** 0.003 -0.003 
FLEX 0.023** 0.030*** 0.017* 0.035*** 0.041*** 0.049*** -0.002 -0.007 
DACC -0.066*** -0.106*** -0.030*** -0.080*** -0.063*** -0.084*** -0.058*** -0.086*** 
LAGROA -0.106*** -0.226*** -0.125*** -0.175*** -0.099*** -0.195*** -0.003 -0.140*** 
SIZE -0.138*** -0.141*** -0.073*** -0.079*** -0.126*** -0.136*** -0.058*** -0.094*** 
PRIOROPT 0.200*** 0.017*** 0.154*** 0.130*** 0.186*** 0.159*** 0.066*** 0.105*** 
OWNBANK(%) -0.139*** -0.152*** -0.071*** -0.084*** -0.126*** -0.140*** -0.061*** -0.107*** 
OWNFORN(%) -0.145*** -0.104*** -0.097*** -0.065*** -0.132*** -0.096*** -0.057*** -0.073*** 
N 11,979 11,971 11,969 11,977 
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Table 5.1 continued 

Panel D: Correlation matrix for BIGN, FLEX, and the control variables (N = 16,140)d 
Variableb BIGN FLEX DACC LAGROA SIZE PRIOROPT OWNBANK OWNFORN 

BIGN  -0.024 0.004 0.067 0.122 -0.020 0.080 0.107 
FLEX -0.028  -0.045 -0.140 0.090 0.054 0.060 0.055 
DACC 0.006 -0.035  0.063 0.039 -0.003 0.026 0.040 
LAGROA 0.079 -0.116 0.078  0.060 -0.483 0.065 0.345 
SIZE 0.133 0.099 0.041 0.108  -0.102 0.643 0.612 
PRIOROPT -0.020 0.039 -0.007 -0.402 -0.105  -0.093 -0.166 
OWNBANK 0.085 0.003 0.019 0.107 0.619 -0.088  0.440 
OWNFORN 0.097 0.041 0.041 0.253 0.567 -0.149 0.361  

Panel E: Correlation matrix for AIS1, FLEX, and the control variables (N = 16,140)d 
Variableb AIS1 FLEX DACC LAGROA SIZE PRIOROPT OWNBANK OWNFORN 

AIS1  -0.013 -0.010 0.061 0.196 -0.041 0.095 0.143 
FLEX -0.012  -0.045 -0.140 0.090 0.054 0.060 0.055 
DACC -0.010 -0.035  0.063 0.039 -0.003 0.026 0.040 
LAGROA 0.067 -0.116 0.078  0.060 -0.483 0.065 0.345 
SIZE 0.204 0.099 0.041 0.108  -0.102 0.643 0.612 
PRIOROPT -0.038 0.039 -0.007 -0.402 -0.105  -0.093 -0.166 
OWNBANK 0.081 0.003 0.019 0.107 0.619 -0.088  0.440 
OWNFORN 0.134 0.041 0.041 0.253 0.567 -0.149 0.361  

Panel F: Correlation matrix for AIS2, FLEX, and the control variables (N = 16,140)d 
Variableb AIS2 FLEX DACC LAGROA SIZE PRIOROPT OWNBANK OWNFORN 

AIS2  -0.012 -0.001 0.085 0.090 -0.021 0.022 0.096 
FLEX -0.032  -0.045 -0.140 0.090 0.054 0.060 0.055 
DACC 0.002 -0.035  0.063 0.039 -0.003 0.026 0.040 
LAGROA 0.095 -0.116 0.078  0.060 -0.483 0.065 0.345 
SIZE 0.124 0.099 0.041 0.108  -0.102 0.643 0.612 
PRIOROPT -0.028 0.039 -0.007 -0.402 -0.105  -0.093 -0.166 
OWNBANK 0.049 0.003 0.019 0.107 0.619 -0.088  0.440 
OWNFORN 0.097 0.041 0.041 0.253 0.567 -0.149 0.361  

Panel G: Correlation matrix for AIS3, FLEX, and the control variables (N = 16,140)d 
Variableb AIS3 FLEX DACC LAGROA SIZE PRIOROPT OWNBANK OWNFORN 

AIS3  0.009 -0.018 0.011 0.107 -0.031 0.028 0.059 
FLEX -0.013  -0.045 -0.140 0.090 0.054 0.060 0.055 
DACC -0.015 -0.035  0.063 0.039 -0.003 0.026 0.040 
LAGROA 0.016 -0.116 0.078  0.060 -0.483 0.065 0.345 
SIZE 0.128 0.099 0.041 0.108  -0.102 0.643 0.612 
PRIOROPT -0.031 0.039 -0.007 -0.402 -0.105  -0.093 -0.166 
OWNBANK 0.049 0.003 0.019 0.107 0.619 -0.088  0.440 
OWNFORN 0.065 0.041 0.041 0.253 0.567 -0.149 0.361  
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Table 5.1 continued 

 
a Table 5.1 presents descriptive statistics of (1) the response and explanatory variables of the main 

model; (2) the Spearman and Pearson correlations between the explanatory variables and 
EARNSURP for the initial and three quarters in year t; (3) the Spearman and Pearson correlations 
between the explanatory variables and WALKDOWN calculated for four periods of year t 
(Overall, First, Second, and Third); and (4) the correlation matrices between explanatory 
variables. Outliers at or beyond the 1st and 99th percentiles of the distributions of the continuous 
variables are winsorised.  

b  Response variables, EARNSURP:  
Initial = (realised earnings - initial forecast earnings)t / MVEt-1 
First Quarter = (realised earnings - first quarter revision forecast earnings)t / MVEt-1 
Second Quarter = (realised earnings - second quarter revision forecast earnings)t / MVEt-1 
Third Quarter = (realised earnings - third quarter revision forecast earnings)t / MVEt-1 

Response variables, WALKDOWN: 
Overall  = (initial - third quarter revision forecast earnings)t / MVEt-1 × 100 
First = (initial - first quarter revision forecast earnings)t / MVEt-1 × 100 
Second = (first quarter - second quarter revision forecast earnings)t / MVEt-1 × 100 
Third = (second quarter - third quarter revision forecast earnings)t / MVEt-1 × 100 
Main variables of interest: 
BIGN = 1 if the firm is audited by a Big N auditor at year t-1, otherwise 0 
AIS1 = the total sales of each auditor’s clients in an industry at year t-1 /  

the total sales of all firms in the industry at year t-1 
AIS2 = the total number of clients of each auditor in an industry at year t-1 /  

the total number of all clients in the industry at year t-1 
AIS3 = 1 if the composite measure equals or exceeds the weighted market share  

cut-off (Mascarenhas et al., 2010) 
FLEX = The net operating assets at year t-1 / the net sales at year t-1  

(industry adjusted by subtracting industry median of net operating assets) 
Control variables: 
DACC = estimated using the modified Jones (1991) model (Dechow et al., 1995) 
LAGROA = net income for year t-1 / total assets at t-1 year end 
SIZE = the natural logarithm of total assets year-end t 
PRIOROPT = 1 if the firm reports a negative earnings surprise at year t-1, otherwise 0 
OWNBANK = the percentage ownership interest of financial institutions 
OWNFORN = the percentage ownership interest of foreign institutions 

* Significant at the10 percent level  
** Significant at the 5 percent level  
*** Significant at the 1 percent level  
c  The four WALKDOWN (forecast revision) sample sizes are obtained by using the matching 

procedure (on firm stock code and year) with the EARNSURP samples.  
d  Correlation in bold is significant at the 1 percent level  
  Correlation in italic typeface is significant at the 5 percent level  
  Correlation matrix is based on N = 16,140 
  To test whether multicollinearity exists in the data, variance inflation factors (VIFs) are estimated 

for each of the explanatory variables. The results show that SIZE has the highest VIF at 2.13, 
while DACC has the lowest VIF at 1.01. As all the VIFs for the explanatory variables are lower 
than the rule of thumb of 10 (O’Brien, 2007), there is no evidence of multicollinearity in the data. 
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OWNBANK and OWNFORN are positively and significantly related to LAGROA and SIZE, 

while negatively and significantly related to PRIOROPT. OWNFORN is positively and 

significantly related to OWNBANK. Next, univariate analyses of the main variables of interest 

(i.e., BIGN, AIS1, AIS2, AIS3 and FLEX) are discussed. 

 

5.3. Hypotheses 1 and 2 

5.3.1. Univariate analyses 

Audit quality and EARNSURP 

The objective of the first univariate analysis is to examine the effect of audit quality on 

the four kinds of EARNSURP (initial, and first, second and third quarters of year t). To provide 

evidence to support hypothesis 1, firms audited by higher-quality auditors at year t-1 are 

expected to report smaller negative earnings surprises for year t than firms audited by lower-

quality auditors. 

Table 5.2 presents the results of the between group tests, where the t-test and the 

Wilcoxon test are used to test whether the mean and median differences, respectively, in the four 

kinds of EARNSURP between the higher and lower audit quality samples are significant, or due 

to random chance. The samples are classified using the BIGN and AIS3 variables.  

The mean (median) Initial EARNSURP for the BIGN and non-BIGN samples are  

-0.036 (-0.005) and -0.054 (-0.009), respectively. Furthermore, the mean (median) Initial 

EARNSURP for the BIGN sample is higher than the non-BIGN sample. The difference in the 

mean (median) between the samples is -0.018 and significant at the one percent level using the  

t-test (the Wilcoxon test). The results also illustrate that the proportion of firms reporting initial 

negative earnings surprises in the BIGN sample (58.4 percent) is lower than the non-BIGN 
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sample (61.3 percent). Using AIS3 as the measure of audit quality yields consistent mean 

(median) Initial EARNSURP as BIGN.  

As for the remaining EARNSURP (first, second and third quarters), the results are 

generally consistent with the results for the Initial EARNSURP. Figures 5.1 and 5.2 show 

graphical plots of the mean for the four kinds of EARNSURP reported in table 5.2. These 

graphical plots clearly highlight the positive relationship between the audit quality variables and 

the four kinds of EARNSURP. Overall, the first set of univariate results provides some evidence 

to support hypothesis 1 (i.e., firms audited by higher-quality auditors at year t-1 are more likely 

to report less negative earnings surprises for year t). 

 

Audit quality and WALKDOWN 

The objective of this univariate analysis is to examine the effect of audit quality at year  

t-1 on the use and magnitude of downward earnings expectation adjustments in year t (as 

measured by the WALKDOWN variables). To provide evidence to support hypothesis 1, 

WALKDOWN by firms of higher audit quality at year t-1 is expected to be significantly positive. 

Intuitively, it is also expected that the magnitude of downward earnings expectation adjustments 

by firms of higher audit quality at year t-1 is smaller, given that these firms’ earnings forecasts 

(as indicated in table 5.2) are less upward biased than firms of lower audit quality. 

Table 5.3 presents the results of the between group tests, where the t-test and the 

Wilcoxon test are used to test whether the mean and median differences, respectively, in 

WALKDOWN (Overall, First, Second, and Third) between the higher and lower audit quality 

samples are significant.  
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The mean Overall WALKDOWN is positive for the BIGN and non-BIGN samples 

(2.054 and 3.375, respectively), indicating that managers of firms in Japan use downward 

earnings expectation adjustments in year t on average, regardless of the different degrees of audit 

quality at year t-1. The difference in the mean is 1.321 and significant at the one percent level 

using t-test. The mean Overall WALKDOWN for the BIGN sample is smaller than that of the 

non-BIGN sample (2.054 and 3.375, respectively). The smaller magnitude of downward earnings 

expectation adjustments by firms with higher audit quality is plausible because, these firms 

provide less upward biased earnings forecasts than firms with lower audit quality, as indicated by 

table 5.2. Using AIS3 as the measure of audit quality yields consistent results with BIGN.  

As for the First, Second, and Third WALKDOWN, the results using BIGN as the 

measure of audit quality confirm the results for the Overall WALKDOWN. Nevertheless, the 

mean Third WALKDOWN for the AIS3 and non-AIS3 samples (1.106 and 1.134, respectively) 

is insignificant. Figures 5.3 and 5.4 show graphical plots of the mean Overall, First, Second, and 

Third WALKDOWN reported in table 5.3. These graphical plots clearly show that the magnitude 

of downward earnings expectation adjustments by firms with lower audit quality is larger than 

firms with higher audit quality. 

In summary, the results of the univariate analysis provide some evidence to support 

hypothesis 1. Specifically, the results reveal that while there is evidence that firms audited by 

higher-quality auditors at year t-1 use downward earnings expectation adjustments, the 

magnitude of the adjustments is, on average, lower than the magnitude for firms audited by 

lower-quality auditors. An explanation for this can be provided with reference to the results 

presented in table 5.2, where firms of lower audit quality at year t-1 report larger negative 
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Table 5.2. 

Univariate analysis of the differences in the mean and median for the four kinds of EARNSURP  
for the higher and lower audit quality samplesa 

  

 

EARNSURPb 

 

 BIGN 

 

   non-BIGN 
Difference 

between samples 
t-statistics 

Wilcoxon z 

Initial (N = 16,140)     

Mean -0.036 -0.054 -0.018 -6.32*** 
Median -0.005 -0.009 -0.004 -4.88*** 
SD 0.122 0.158   
N   12,444    3,696   
Negative    7,262    2,267   
 (58.4%)  (61.3%)   
     
  AIS3   non-AIS3   

Mean -0.034 -0.043 -0.009 -4.02*** 
Median -0.004 -0.007 -0.003 -4.92*** 
SD 0.122 0.135   
N   5,155   10,985   
Negative  2,903     6,626   
 (56.3%)  (60.3%)   

     
  BIGN  non-BIGN   

First Quarter (N = 11,971)  
Mean -0.026 -0.043 -0.017 -6.06*** 
Median -0.002 -0.004 -0.002 -4.92*** 
SD 0.109 0.142   
N     9,122    2,849   
Negative    4,878    1,639   
 (53.5%) (57.5%)   
     
  AIS3   non-AIS3   

Mean -0.024 -0.033 -0.009 -3.91*** 
Median -0.001 -0.003 -0.002 -4.40*** 
SD 0.108 0.122   
N    3,791  8,180   
Negative    1,960  4,557   
 (51.7%) (55.7%)   
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Table 5.2 continued 
 
 
EARNSURPb 

 

 BIGN 

 

    non-BIGN 
Difference 

between samples 
t-statistics 

Wilcoxon z 

Second Quarter (N = 16,138) 
Mean -0.020 -0.030 -0.010 -5.26*** 
Median -0.001 -0.003 -0.002 -4.68*** 
SD 0.080 0.100   
N   12,443    3,695   
Negative  6,681   2,103   
 (53.7%) (56.9%)   
     
      AIS3 non-AIS3   

Mean -0.020 -0.023 -0.003 -2.47** 
Median -0.001 -0.002 -0.001 4.62*** 
SD 0.082 0.087   
N   5,154   10,984   
Negative   2,661  6,123   
 (51.6%) (55.7%)   

     
 BIGN   non-BIGN   

Third Quarter (N = 11,979)  
Mean -0.006 -0.012 -0.006 -4.10*** 
Median 0.002 0.000 -0.002 -4.03*** 
SD 0.052 0.067   
N   9,129  2,850   
Negative   3,881  1,346   
 (42.5%) (47.2%)   
     
  AIS3  non-AIS3   

Mean -0.005 -0.008 -0.003 -3.03** 
Median 0.002 0.009 0.007 5.91*** 
SD 0.054 0.057   
N   3,794  8,185   
Negative   1,506  3,721   
 (39.7%) (45.5%)   

     
 

a This table presents univariate results of tests of the two samples classified by the audit quality 
variables (BIGN and AIS3). Outliers at or beyond the 1st and 99th percentiles of the distributions 
of the continuous variables are winsorised. The t-statistics for the difference in mean 
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Table 5.2 continued 
 
 EARNSURP for the two samples are based on unequal variances. Difference in median 

EARNSURP for the two samples is based on the Wilcoxon test. 
b  Response variable, EARNSURP:  

Initial = (realised earnings - initial forecast earnings)t / MVEt-1 
First Quarter = (realised earnings - first quarter revision forecast earnings)t / MVEt-1 
Second Quarter = (realised earnings - second quarter revision forecast earnings)t / MVEt-1 
Third Quarter = (realised earnings - third quarter revision forecast earnings)t / MVEt-1 
Main variables of interest, audit quality: 
BIGN = 1 if the firm is audited by a Big N auditor at year t-1, otherwise 0 
AIS3  = 1 if the composite measure equals or exceeds the weighted market share 

cut-off (Mascarenhas et al., 2010) 
** Significant at the 5 percent level  
*** Significant at the 1 percent level  
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Figure 5.1. 

Mean effect of the EARNSURP variables for the BIGN and non-BIGN samplesb 
 

 
a Forecast time is the annual and quarterly earnings announcements made during the 

year, at which earnings forecasts and forecast revisions are released, respectively. 
That is: ‘Initial’ is the annual earnings announcement; ‘First’ is the first quarter 
earnings announcement; ‘Second’ is the second quarter earnings announcement; and 
‘Third’ is the third quarter earnings announcement. 

b EARNSURP:  
 Initial = (realised - initial forecast earnings)t / MVEt-1 
 First Quarter = (realised - first quarter revision forecast earnings)t / MVEt-1 
 Second Quarter =  (realised - second quarter revision forecast earnings)t / MVEt-1 
 Third Quarter = (realised - third quarter revision forecast earnings)t / MVEt-1 

 Audit quality: 
 BIGN = 1 if the firm is audited by a Big N auditor at year t-1, and 0 

  otherwise 
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Figure 5.2. 

Mean effect of the EARNSURP variables for the AIS and non-AIS samplesb 
 

 
a Forecast time is the annual and quarterly earnings announcements made during the 

year, at which earnings forecasts and forecast revisions are released, respectively. 
That is: ‘Initial’ is the annual earnings announcement; ‘First’ is the first quarter 
earnings announcement; ‘Second’ is the second quarter earnings announcement; and 
‘Third’ is the third quarter earnings announcement. 

b EARNSURP:  
 Initial = (realised - initial forecast earnings)t / MVEt-1 
 First Quarter = (realised - first quarter revision forecast earnings)t / MVEt-1 
 Second Quarter =  (realised - second quarter revision forecast earnings)t / MVEt-1 
 Third Quarter = (realised - third quarter revision forecast earnings)t / MVEt-1 

 Audit quality: 
 AIS = measured by AIS3, which equals 1 if the composite measure 

   equals or exceeds the weighted market share cut-off, 0 
   otherwise (Mascarenhas et al., 2010) 
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Table 5.3. 

Univariate analysis of the differences in the mean and median WALKDOWN for the four periods  
of year t for the higher and lower audit quality samplesa 

  

 

WALKDOWNb 

 

BIGN 

 

non-BIGN 
Difference 

between samples 
t-statistics 

Wilcoxon z 

Overall (initial to quarter three N = 11,979) 
Mean 2.054 3.375 1.321 6.37*** 

Median 0.000 0.000 0.000 4.58*** 
SD 7.720 10.195   
N    9,129   2,850   
Positive 3,895  1,320   
 (42.7%) (46.3%)   
     
  AIS3 non-AIS3   

Mean 2.001 2.536 0.535 3.38*** 
Median 0.000 0.000 0.000 2.76*** 
SD 7.598 8.734   
N 3,794    8,185   
Positive 1,594    3,621   
 (42.0%) (44.2%)   

     
 BIGN non-BIGN   

First (initial to quarter one N = 11,971) 
Mean 0.124 0.354 0.230 6.00*** 
Median 0.000 0.000 0.000 4.91*** 
SD 1.891 3.199   
N    9,122     2,849   
Positive     626    259   
 (6.9%) (9.1%)   
     

 AIS3 non-AIS3   

Mean 0.127 0.203 0.103 2.55** 
Median 0.000 0.000 0.000 1.81** 
SD 1.326 1.534   
N   3,791   8,180   
Positive  249   636   
 (6.6%) (7.8%)   
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Table 5.3 continued 
 
 
WALKDOWNb 

 

BIGN 

 

non-BIGN 
Difference 

between samples 
t-statistics 

Wilcoxon z 

Second (quarter one to two N = 11,969) 
Mean 0.834 1.405 0.571 5.20*** 
Median 0.000 0.000 0.000 3.35** 
SD 4.252 5.350   
N    9,121  2,848   
Positive   3,070   1,030   
 (33.7%) (36.2%)   
     
 AIS3 non-AIS3   

Mean 0.731 1.081 0.350 4.16*** 
Median 0.000 0.000 0.000 2.94*** 
SD 4.032 4.759   
N 3,790   8,179   
Positive   1,235   1,738   
 (32.6%) (35.0%)   

     
 BIGN non-BIGN   

Third (quarter two to three N = 11,977) 
Mean 1.017 1.472 0.455 4.56*** 
Median 0.000 0.000 0.000 2.15** 
SD 3.912 4.857   
N  9,128   2,849   
Positive 1,919 629   
 (21.0%) (22.1%)   
     
 AIS3 non-AIS3   

Mean 1.106 1.134 0.028 0.36 
Median 0.000 0.000 0.000 0.31 
SD 4.013 4.228   
N 3,793   8,184   
Positive   810   1,738   
 (21.4%) (21.2%)   

     
 

a This table presents univariate results of tests of the two samples classified by the audit quality 
variables (BIGN and AIS3). Outliers at or beyond the 1st and 99th percentiles of the distributions 
of the continuous variables are winsorised. The t-statistics for the difference in mean  
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Table 5.3 continued  

 WALKDOWN for the two samples are based on unequal variances. Difference in median 
WALKDOWN for the two samples is based on the Wilcoxon test. 

b  Response variable, WALKDOWN: 
Overall  = (initial - third quarter revision forecast earnings)t / MVEt-1 × 100 
First = (initial - first quarter revision forecast earnings)t /  MVEt-1 × 100 
Second = (first - second quarter revision forecast earnings)t / MVEt-1 × 100 
Third = (second - third quarter revision forecast earnings)t / MVEt-1 × 100 
Main variables of interest, audit quality: 
BIGN = 1 if the firm is audited by a Big N auditor at year t-1, otherwise 0 
AIS3 = 1 if the composite measure equals or exceeds the weighted market share 

cut-off (Mascarenhas et al., 2010) 
** Significant at the 5 percent level  
*** Significant at the 1 percent level  
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Figure 5.3. 

Mean effect of the WALKDOWN variables for the BIGN and non-BIGN samplesb 
 

 
a Time is the interval for which the forecast revisions are made. That is: first are 

revisions of earnings forecasts from the beginning of year t to the first quarter of the 
year; second are revisions of earnings forecasts from the first to second quarter of 
year t; third are revisions of earnings forecasts from second to third quarter of year t; 
and overall are revisions of forecasts from the beginning of year t to the third quarter 
of year t. 

b WALKDOWN:  
 First = (initial - first quarter revision forecast earnings)t / MVEt-1 × 100 
 Second = (first - second quarter revision forecast earnings)t / MVEt-1 × 100 
 Third = (second - third quarter revision forecast earnings)t / MVEt-1 × 100 
 Overall = (initial - third quarter revision forecast earnings)t / MVEt-1 × 100 
 Audit quality: 
 BIGN = 1 if the firm is audited by a Big N auditor at year t-1, 0 otherwise 
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Figure 5.4. 

Mean effect of the WALKDOWN variables for the AIS and non-AIS samplesb 
 

 
a Time is the interval for which the forecast revisions are made. That is: first are 

revisions of earnings forecasts from the beginning of year t to the first quarter of the 
year; second are revisions of earnings forecasts from the first to second quarter of 
year t; third are revisions of earnings forecasts from second to third quarter of year t; 
and overall are revisions of forecasts from the beginning of year t to the third quarter 
of year t. 

b WALKDOWN: 
 First = (initial - first quarter revision forecast earnings)t / MVEt-1 × 100 
 Second = (first - second quarter revision forecast earnings)t / MVEt-1 × 100 
 Third = (second - third quarter revision forecast earnings)t / MVEt-1 × 100 
 Overall = (initial - third quarter revision forecast earnings)t / MVEt-1 × 100 
 Audit quality: 
 AIS = measured by AIS3, which equals 1 if the composite measure equals 

   or exceeds the weighted market share cut-off, 0 otherwise  
  (Mascarenhas et al., 2010) 
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earnings surprises for year t than firms of higher audit quality.  This indicates that firms of lower 

audit quality at year t-1 provide more upward biased forecast earnings than firms of higher audit 

quality. Therefore, in order to minimise the larger optimistic bias in the forecasts, firms of lower 

audit quality at year t-1 are expected to use downward earnings expectation adjustments to a 

larger extent in year t than firms of higher audit quality.  

 

Accounting flexibility and EARNSURP 

The objective of the univariate analyses is to examine the effect of the varying degrees of 

accounting flexibility on the four kinds of EARNSURP (initial, and first, second and third 

quarters of year t). To provide evidence to support hypothesis 2, firms with lower accounting 

flexibility at year t-1 are expected to report less negative earnings surprises for year t than firms 

with higher accounting flexibility at year t-1. To examine the varying degrees of accounting 

flexibility, the FLEX variable is divided into five quintiles (quintile 1 represents firms with the 

lowest accounting flexibility at year t-1, while quintile 5 represents firms with the highest 

accounting flexibility at year t-1). To provide evidence for hypothesis 2, EARNSURP is 

expected to be higher in quintile 1 than quintile 5 (i.e., smaller negative). 

Table 5.4 presents the results of the t-test and the Wilcoxon test on the mean and median 

differences, respectively, in the four kinds of EARNSURP (initial, and first, second and third 

quarters) between the lower and higher quintiles divided using FLEX.  

The mean (median) Initial EARNSURP in quintile 1 is higher (i.e., smaller negative) than 

the mean (median) Initial EARNSURP in quintile 5. The difference in the mean (median) for the 

mean Initial EARNSURP between quintiles 1 and 5 is -0.023 (-0.004) and significant at the one 

percent level using the t-test (Wilcoxon test). The results also reveal that the proportion of firms 
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reporting initial negative earnings surprises in quintile 1 (56.9 percent) is lower than quintile 5 

(62.1 percent). With respect to the remaining EARNSURP (first, second and third quarters), the 

difference in the mean (median) between quintiles 1 and 5 is generally consistent with the mean 

Initial EARNSURP. These results provide evidence that supports hypothesis 2 (i.e., lower 

accounting flexibility at year t-1 is negatively related to firms reporting less negative earnings 

surprises for year t). 

A consistent pattern noticeable across all quintiles in table 5.4 is that the mean 

EARNSURP increases (i.e., less negative) with proximity to the end of year t (specifically, the 

mean EARNSURP across all quintiles increases from initial to first quarter; from first to second 

quarter; and from second to third quarter). These results are expected given that as firms 

approach the end of the year, the managers become more certain about the realised earnings for 

their firms, and thereby are less likely to issue upward biased forecasts.  

Figure 5.5 shows graphical plots of table 5.4. Except for the mean EARNSURP in 

quintile 4, the figure shows the mean for all kinds of EARNSURP decreases as the degree of 

accounting flexibility increases (i.e., a negative relationship).  

 

Accounting flexibility and WALKDOWN 

Table 5.5 presents the results of the t-test and the Wilcoxon test on the mean and median 

differences, respectively, in the Overall, First, Second, and Third WALKDOWN between the 

lower and higher quintiles divided using FLEX.  

The mean Overall WALKDOWN in quintile 1 is smaller than the mean Overall 

WALKDOWN in quintile 5 (2.130 and 2.951, respectively). The difference in the mean for the 

Overall WALKDOWN is 0.821 and significant at the one percent level using the t-test. 
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Consistent pattern in the mean is noticeable in the First and Second WALKDOWN. These 

results illustrate firms with lower accounting flexibility at year t-1 use downward earnings 

expectation adjustments to a smaller magnitude in year t than firms with higher accounting 

flexibility (i.e., a positive relationship). To the extent that firms with more upward biased 

earnings forecasts require greater WALKDOWN to minimise negative earnings surprises, this 

pattern is expected. As indicated by table 5.4, firms in the higher quintiles (i.e., higher 

accounting flexibility) issue more upward biased earnings forecasts than firms in the lower 

quintiles (i.e., lower accounting flexibility).  

Figure 5.6 shows graphical plots of table 5.5. The figure shows that the magnitude of the 

Third WALKDOWN is relatively constant across the quintiles, consistent with the insignificant 

mean difference documented in table 5.5. The Second WALKDOWN shows the most fluctuation 

in the magnitude of downward earnings expectation adjustments. 

 

Additional univariate analyses 

The objective of these additional analyses is to provide evidence that complements the 

univariate analyses. First, the relation between accounting flexibility at year t-1 and upward 

earnings management in year t is examined. Barton and Simko (2002, p. 3) argue that “because 

of the reversing nature of accrual accounting, managers’ biased estimates and judgments in one 

period reduce their ability to make similarly biased estimates and judgments in subsequent 

periods”. This argument implies that lower accounting flexibility at year t-1 is negatively related 

to upward earnings management in year t. That is, lower (higher) FLEX at year t-1 is associated 

with higher (lower) DACC in year t.  
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Table 5.6 presents the results of the first additional analysis, where the t-test and the 

Wilcoxon test are carried out on the mean and median differences, respectively, in DACC 

between the lower and higher quintiles divided using FLEX. Quintile 1 (5) represents firms with 

the lowest (highest) accounting flexibility at year t-1. The results are consistent with a negative 

relation between DACC and FLEX. In particular, table 5.6 shows that the mean (median) 

difference in DACC at quintile 1 is 0.004 (0.001), and decreases to -0.005 (-0.006) at quintile 5 

of FLEX (significant at the one percent level). The results are consistent with Barton and Simko 

(2002). 

Second, the effect of audit quality on accounting flexibility is examined. Becker et al. 

(1998) indicate that lower (higher) audit quality is associated with higher (lower) accounting 

flexibility. Table 5.7 presents the results of tests on the mean and median differences, 

respectively, in FLEX between higher and lower audit quality at year t-1. The results show that, 

consistent with Becker et al., the mean (median) FLEX for the BIGN sample is lower than the 

mean (median) FLEX for the non-BIGN sample (0.033 and 0.061, respectively). The difference 

in the mean (median) between the samples is significant at the one percent level. The results for 

FLEX between AIS3 and non-AIS3 are mixed, as the difference in the mean using the t-test is 

significant at the 10 percent level, but the difference in median is insignificant using the 

Wilcoxon test. 

 

Summary of the univariate analyses 

In summary, the results in tables 5.2 to 5.5 provide some evidence to support hypotheses 

1 and 2. In particular, tests on: (1) EARNSURP (initial, and first, second and third quarters), 
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Table 5.4. 

Univariate analysis of the differences in the mean and median for the four kinds of EARNSURPb 
across five quintiles of FLEXa 

 
  Quintiles of FLEXc Difference 

between 
(5) and (1)  

 
t-statistics 

Wilcoxon z 
  

Overall 
Lower 

(1) 
 

(2) 
 

(3) 
 

(4) 
Higher 

(5) 

Initial EARNSURP 
Mean -0.040 -0.030 -0.034 -0.041 -0.041 -0.053 -0.023 -6.88*** 
Median -0.006 -0.004 -0.005 -0.007 -0.006 -0.008 -0.004 -5.51*** 
SD 0.131 0.118 0.121 0.126 0.136 0.151   
N  16,140  3,228 3,228  3,228  3,228  3,228   
Negative    9,529  1,836 1,863  1,911  1,913  2,006   
 (59.0%) (56.9%) (57.7%) (59.2%) (59.3%) (62.1%)   

First Quarter EARNSURP 
Mean -0.030 -0.024 -0.027 -0.032 -0.026 -0.043 -0.019 -5.36*** 
Median -0.003 -0.002 -0.002 -0.003 -0.002 -0.004 -0.002 -4.56*** 
SD 0.118 0.113 0.112 0.116 0.113 0.132   
N  11,971  2,394  2,394  2,395  2,394 2,394   
Negative    6,517 1,274  1,278  1,302  1,280 1,383   
 (54.4%) (53.2%) (53.4%) (54.4%) (53.5%) (57.8%)   

Second Quarter EARNSURP 
Mean -0.022 -0.016 -0.020 -0.024 -0.023 -0.029 -0.013 -5.75*** 
Median -0.002 -0.001 -0.002 -0.002 -0.002 -0.002 -0.001 -3.36*** 
SD 0.085 0.078 0.082 0.084 0.086 0.132   
N  16,138  3,227  3,228  3,228  3,228 3,227   
Negative 8,784  1,683  1,749  1,778  1,764 1,810   
 (54.4%) (52.2%) (54.2%) (55.1%) (54.6%) (56.1%)   

Third Quarter EARNSURP 
Mean -0.007 -0.003 -0.006 -0.007 -0.005 -0.014 -0.011 -6.45*** 
Median 0.001 0.002 0.001 0.001 0.001 0.000 -0.002 -6.04*** 
SD 0.056 0.051 0.055 0.054 0.053 0.064   
N  11,979  2,395  2,396 2,396  2,396 2,396   
Negative    5,227  989  1,049 1,030  1,027 1,132   
 (45.3%) (41.3%) (43.8%) (43.0%) (42.9%) (47.2%)   

 

a This table presents univariate tests for the four kinds of EARNSURP across five quintiles of 
accounting flexibility (FLEX). Quintile 1 (5) represents firms with the lowest (highest) 
accounting flexibility at year t-1. Outliers at or beyond the 1st and 99th percentiles of the 
distributions of the continuous variables are winsorised. The t-statistics for the difference in 
means between the quintiles 5 and 1 are based on unequal variances. Difference in medians 
between the two samples is based on the Wilcoxon test. 
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Table 5.4 continued 

b  Response variable, EARNSURP:  
Initial = (realised earnings - initial forecast earnings)t / MVEt-1 
First Quarter = (realised earnings - first quarter revision forecast earnings)t / MVEt-1 
Second Quarter = (realised earnings - second quarter revision forecast earnings)t / MVEt-1 
Third Quarter = (realised earnings - third quarter revision forecast earnings)t / MVEt-1 

c  Main variable of interest, accounting flexibility:  
FLEX  = the net operating assets at year t-1 / the net sales at year t-1 (industry 

adjusted by subtracting industry median of net operating assets) 
* Significant at the 10 percent level  
*** Significant at the 1 percent level 
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Figure 5.5. 

Mean effect of the EARNSURP variables across five quintiles of FLEXb 
 

 
a Quintile of FLEX measures the degree of accounting flexibility. That is: quintile 1 

represents firms with the lowest accounting flexibility at year t-1 and quintile 5 
represents firms with the highest accounting flexibility at year t-1.  

b EARNSURP:  
 Initial = (realised - initial forecast earnings)t / MVEt-1 
 First Quarter = (realised - first quarter revision forecast earnings)t / MVEt-1 
 Second Quarter =  (realised - second quarter revision forecast earnings)t / MVEt-1 
 Third Quarter = (realised - third quarter revision forecast earnings)t / MVEt-1 

 Accounting flexibility: 
 FLEX = the beginning balance of net operating assets / the net sales at  

  year t-1 (industry adjusted by subtracting industry median of  
  net operating assets) 
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Table 5.5. 

Univariate analysis of the differences in the mean and median WALKDOWNb for the four periods of  
year t across five quintiles of FLEXa 

 
  Quintiles of FLEXc Difference 

between 
(5) and (1)  

 
t-statistics 

Wilcoxon z 
  

Overall 
Lower 

(1) 
 

(2) 
 

(3) 
 

(4) 
Higher 

(5) 

Overall WALKDOWN (initial to quarter three) 
Mean 2.368 2.130 2.150 2.407 2.203 2.951 0.821 3.25*** 
Median 0.000 0.000 0.000 0.000 0.000 0.000 0.000 2.60*** 
SD 8.394 8.331 8.000 8.255 8.169 9.146   
N  11,979  2,395  2,396 2,396  2,396 2,396   
Positive    5,215 1,067      980  1,010  1,016  1,142   
 (43.5%) (44.6%) (40.9%) (42.2%) (42.4%) (47.7%)   

First WALKDOWN (initial to quarter one) 
Mean 0.179 0.158 0.119 0.140 0.204 0.272 0.114 2.53** 
Median 0.000 0.000 0.000 0.000 0.000 0.000 0.000 1.87** 
SD 1.472 1.405 1.271 1.388 1.549 1.703   
N  11,971  2,394 2,394  2,395  2,394    2,394   
Positive       885     191    160     161     172    201   
 (7.39%) (7.98%) (6.68%) (6.72%) (7.18%) (8.40%)   

Second WALKDOWN (quarter one to two) 
Mean 0.970 0.719 0.766 1.056 0.830 1.478 0.759 5.56*** 
Median 0.000 0.000 0.000 0.000 0.000 0.000 0.000 4.47*** 
SD 4.544 4.237 4.161 4.653 4.401 5.158   
N  11,969  2,393  2,394  2,394  2,394 2,394   
Positive    4,100 799 755  791 802 953   
 (34.3%) (33.4%) (31.5%) (33.0%) (33.5%) (39.8%)   

Third WALKDOWN (quarter two to three) 
Mean 1.125 1.134 1.188 1.142 1.097 1.065 -0.069 -0.57 
Median 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.49 
SD 4.161 4.302 4.284 4.098 4.070 4.044   
N  11,977  2,395  2,396  2,395  2,396 2,395   
Positive 2,548    537      501    516      504     490   
 (21.3%) (22.4%) (20.9%) (21.5%) (21.0%) (20.5%)   

 

a This table presents univariate tests for WALKDOWN for four periods in year t across five 
quintiles of accounting flexibility (FLEX). Quintile 1 (5) represents the lowest (highest) 
accounting flexibility at year t-1. Outliers at or beyond the 1st and 99th percentiles of the 
distributions of the continuous variables are winsorised. The t-statistics for the difference in 
means between the quintiles 5 and 1 are based on unequal variances. Difference in medians 
between the two samples is based on the Wilcoxon test. 
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Table 5.5 continued 

b  Response variable, WALKDOWN: 
Overall  = (initial - third quarter revision forecast earnings)t / MVEt-1 × 100 
First = (initial - first quarter revision forecast earnings)t /  MVEt-1 × 100 
Second = (first - second quarter revision forecast earnings)t / MVEt-1 × 100 
Third = (second - third quarter revision forecast earnings)t / MVEt-1 × 100 

c  Main variable of interest, accounting flexibility: 
FLEX   = the net operating assets at year t-1 / the net sales at year t-1 (industry adjusted by 

subtracting industry median of net operating assets) 
** Significant at the 5 percent level  
*** Significant at the 1 percent level 
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Figure 5.6. 

Mean effect of the WALKDOWN variables across five quintiles of FLEXb 
 

 
a Quintile of FLEX measures the degree of accounting flexibility. That is: quintile 1 

represents firms with the lowest accounting flexibility at year t-1 and quintile 5 
represents firms with the highest accounting flexibility at year t-1.  

b EARNSURP:  
 Initial = (realised - initial forecast earnings)t / MVEt-1 
 First Quarter = (realised - first quarter revision forecast earnings)t / MVEt-1 
 Second Quarter =  (realised - second quarter revision forecast earnings)t / MVEt-1 
 Third Quarter = (realised - third quarter revision forecast earnings)t / MVEt-1 

 Accounting flexibility: 
 FLEX = the beginning balance of net operating assets / the net sales at 

  year t-1 (industry adjusted by subtracting industry median of 
  net operating assets) 
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Table 5.6. 

Univariate analysis of the differences in the mean and median DACC across five quintiles of FLEXa 
 

  Quintiles of FLEXb Difference 
between 

(5) and (1) 

 

t-statistics 
Wilcoxon z 

  
Overall 

Lower 
(1) 

 
(2) 

 
(3) 

 
(4) 

Higher 
(5) 

DACCc 
Mean -0.001 0.004 0.003 -0.003 -0.002 -0.005 -0.009 -4.66*** 
Median -0.003 0.001 -0.000 -0.005 -0.004 -0.006 -0.007 -4.92*** 
SD 0.084 0.084 0.084 0.081 0.082 0.087   
N 16,140    3,228   3,228     3,228    3,228   3,228   

 

a This table presents univariate tests of DACC across five quintiles of accounting flexibility. Quintile 
1 (5) represents firms with the lowest (highest) accounting flexibility at year t-1. Outliers at or 
beyond the 1st and 99th percentiles of the distributions of the continuous variables are winsorised. 
The t-statistics for the difference in mean DACC between the quintiles 5 and 1 are based on unequal 
variances. Difference in medians between the two samples is based on the Wilcoxon test. 

b FLEX = the net operating assets at year t-1 / the net sales at year t-1 (industry adjusted by 
   subtracting industry median of net operating assets) 

c DACC = estimated using the modified Jones (1991) model (Dechow et al., 1995) 
*** Significant at the 1 percent level  
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Table 5.7. 
 

Univariate analysis of the differences in the mean and median FLEX for the higher and lower audit 
quality samplesa 

 
 
 

 
BIGN 

 
non-BIGN 

Difference 
between samples 

t-statistics 
Wilcoxon z 

FLEX (N = 16,140)b     

Mean 0.033 0.061 0.028 3.61*** 
Median -0.017 -0.001 0.016 3.02*** 
SD 0.427 0.441   
N 12,444  3,696   
     
 AIS3 non-AIS3   

FLEX (N = 16,140)b     

Mean 0.031 0.043 0.012 1.75* 
Median -0.007 -0.017 -0.010 -1.14 
SD 0.375 0.454   
N  5,155 10,985   

 

a This table presents univariate tests of the two samples classified by BIGN. Outliers at or beyond 
the 1st and 99th percentiles of the distributions of the continuous variables are winsorised. The  
t-statistics for the difference in mean FLEX between the two samples are based on unequal 
variances. Difference in median between the two samples is based on the Wilcoxon test. 

b FLEX = the net operating assets at year t-1 / the net sales at year t-1 (industry adjusted by 
   subtracting industry median of net operating assets) 

 BIGN = 1 if the firm is audited by a Big N auditor at year t-1, otherwise 0 
 AIS3 = 1 if the composite measure equals or exceeds the weighted market  share cut-off  
   (Mascarenhas et al., 2010) 
* Significant at the 10 percent level  
*** Significant at the 1 percent level  
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WALKDOWN (Overall, First, Second, and Third), and the audit quality variables (BIGN, AIS1, 

AIS2, and AIS3) are consistent with hypothesis 1; and (2) EARNSURP, WALKDOWN, and 

FLEX are consistent with hypothesis 2. Tables 5.2 and 5.5 also provide additional insights into 

managers’ behaviour in relation to downward earnings expectation adjustments. Specifically, 

while firms of higher audit quality at year t-1 use downward earnings expectation adjustments to 

report less negative earnings surprises for year t, the magnitude of the adjustments is smaller than 

those made by firms of lower audit quality at year t-1. 

The additional univariate analyses, in tables 5.6 and 5.7, respectively make the following 

revelations: (1) firms with lower accounting flexibility at year t-1 have higher levels of 

discretionary accruals for year t; and (2) firms lower audit quality is associated with higher 

accounting flexibility. 

 

5.3.2. Multivariate analyses 

Overall, the univariate tests carried out in section 5.3.1 provide some evidence to support 

hypotheses 1 and 2. Nonetheless, a limitation of these univariate tests is that the results cannot 

rule out the possibility that variations in EARNSURP and WALKDOWN could be due to factors 

unrelated to audit quality and accounting flexibility. To investigate this possibility, multivariate 

analyses are carried out using OLS regression. The results of the OLS regressions are presented 

in tables 5.8 and 5.9. 

 

OLS regressions using EARNSURP 

The results of the OLS regressions using EARNSURP in table 5.8 are discussed first. 

Panel A presents the results for the audit quality variables (BIGN, AIS1, AIS2, and AIS3) and 
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FLEX variables, using the Initial EARNSURP as the response variable (as measured by the 

difference between realised earnings and initial forecast earnings for year t deflated by the 

market value of equity at year t-1). The coefficients on regressions (a) to (d) take on the expected 

sign. BIGN for regression (a) is significantly positive at the one percent level (β1 = 0.011,  

p < 0.01). AIS1 and AIS2 for regressions (b) and (c) are significant at the five percent level  

(β1 = 0.027 and 0.046, respectively, p < 0.05), whereas AIS3 for regression (d) is significant at 

the 10 percent level (β1 = 0.007, p < 0.10). These results indicate that firms are more likely to 

report less negative earnings surprises for year t if the firms are audited by higher-quality 

auditors at year t-1 than lower-quality auditors, consistent with hypothesis 1.  

FLEX for regressions (a) to (c) is significantly negative at the five percent level when 

BIGN, AIS1 and AIS2 are used as the various alternative measures of audit quality (β2 = -0.014, 

-0.011, and -0.013, respectively, p < 0.05). However, when AIS3 is used in regression (d), FLEX 

is no longer significant. The significantly negative coefficient estimate β2 for FLEX for 

regressions (a) to (c) suggests that managers of firms with lower accounting flexibility at year t-1 

are more likely to report less negative earnings surprises for year t than firms with higher 

accounting flexibility, consistent with hypothesis 2. The insignificant result for regression (d) 

implies that the significance in FLEX is sensitive to the choice of audit quality measure. 

The results for the control variables are interesting. DACC for all the regressions is 

significantly positive at the one percent level. These results suggest that, consistent with prior 

studies (e.g., Kasznik, 1999), DACC is an important factor in determining the firms’ ability to 

report less negative earnings surprises for year t. SIZE and LAGROA for all the regressions are 

significantly positive at the five and one percent levels, respectively, suggesting that larger firms 

and firms that are stronger performers in the prior years are more likely to report less negative 
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earnings surprises for year t. PRIOROPT for all the regressions is significantly negative at the 

one percent level, suggesting that managers who issue optimistic earnings forecasts in year t-1 

are less likely to report less negative earnings surprises for year t. OWNBANK for all the 

regressions is significantly positive at the one percent level, whereas OWNFORN for all the 

regressions is insignificant. These results suggest that only ownership interest of financial 

institutions influences firms in reporting less negative earnings surprises for year t. 

With respect to the interaction variables, FLEX×DACC and PRIOROPT×LAGROA for 

all the regressions are significantly positive at the five and one percent levels, respectively. These 

results indicate that (1) firms with lower accounting flexibility at year t-1 are more likely to 

report less negative earnings surprises for year t, when the firms use upward earnings 

management for year t; and (2) managers of stronger performing firms in the prior year are more 

likely to report less negative earnings surprises for year t, when the managers of these firms issue 

optimistic earnings forecasts in year t-1.  PRIOROPT×FLEX for all the regressions is 

significantly negative at the 10 percent level. These results suggest that managers of firms with 

lower accounting flexibility at year t-1 are less likely to report less earnings surprises for year t, 

when the managers of these firms issue optimistic earnings forecasts in year t-1. The interaction 

variable, X×LAGROA (the interaction between the audit quality variables and prior 

performance), for regressions (a) and (c) is significantly negative at the one and five percent 

levels, respectively, suggesting that managers of firms of higher audit quality at year t-1 are less 

likely to report less negative earnings surprises for year t, when these firms are also stronger 

performers in the prior year. Overall, these results highlight the importance of considering 

interaction variables.  
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The F-statistic tests the overall significance of the OLS regression. Specifically, the  

F-statistic tests the null hypothesis that none of the explanatory variables in the model have a 

relationship with the response variable (Lee, Ihaka, and Triggs, 2012). For all the regressions 

presented in table 5.8, this null hypothesis can be rejected as the F-statistic is statistically 

significant at the one percent level. The adjusted R2 for all the regressions is 17 percent, 

suggesting that 17 percent of the variations in the Initial EARNSURP can be explained by the 

model.  

Panel B presents the results of the OLS regressions using the First Quarter EARNSURP 

as the response variable (as measured by the difference between realised earnings and first 

quarter forecast earnings for year t deflated by the market value of equity at year t-1). These 

results are similar to the results for the Initial EARNSURP presented in panel A. In particular, 

the coefficients on all the regressions take on the expected sign and are significant at 

conventional levels. However, except for BIGN in regression (a), the magnitude of β1 for the 

other audit quality variables is larger than panel A and significant at the one percent level. The 

larger magnitude indicates that the slope of the audit quality variables is steeper for the First 

Quarter EARNSURP than it is for the Initial EARNSURP. This, in turn, implies that firms of 

higher audit quality at year t-1 are more likely to report less negative earnings surprises in the 

first quarter than at the beginning of year t.53 

FLEX for regressions (a) to (c) is significantly positive at the five percent level  

(β2 = -0.009, -0.009, and -0.009, respectively, p < 0.05), but insignificant for regression (d).  

Consistent with the audit quality variables, the negative magnitude of β2 for FLEX for all the 

                                                           
53  For example, the coefficient estimate of AIS3 in panels A and B is 0.007 and 0.010, respectively. This 

implies the Initial EARNSURP increases by 0.7 percent if firms are audited by industry specialist 
auditors at year t-1, whereas the First Quarter EARNSURP increases by 1.0 percent if firms are audited 
by industry specialist auditors.  
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regressions is smaller than panel A, suggesting that firms with lower accounting flexibility at 

year t-1 report less negative earnings surprises in the first quarter than at the beginning of year t. 

The F-statistic for all the regressions is statistically significant at the one percent level, and the 

adjusted R2 for all the regressions is slightly below 18 percent. 

Panels C and D present the results of the OLS regressions using the Second and Third 

Quarter EARNSURP as the response variable (as measured by realised earnings minus, 

respectively, the second and third quarter forecast earnings). BIGN for regression (a) in panels C 

and D remains significantly positive (β1 = 0.004, p < 0.05; and 0.004, p < 0.01, respectively). 

Contrary to panels A and B, AIS1 for regression (b) in panel D is insignificant. Furthermore, 

AIS3 for regression (d) in panels C and D is no longer significant. With respect to FLEX, the 

results in panels C and D are similar to panels A and B (i.e., significantly negative). However, a 

noticeable difference is in regression (d) of panel D, where FLEX is significantly negative at the 

five percent level (β2 = -0.003, p < 0.05). 

In summary, the results presented in table 5.8 show that firms are more likely to report 

less negative earnings surprises for year t, when the firms are audited by higher-quality auditors 

at year t-1 and have lower accounting flexibility at year t-1, consistent with hypotheses 1 and 2.   

 

OLS regressions using WALKDOWN 

The results in table 5.8 illustrate that firms of higher audit quality and lower accounting 

flexibility at year t-1 are more likely to report less negative earnings surprises for year t than 

firms of lower audit quality and higher accounting flexibility at year t-1. Nevertheless, the results 

do not explicitly examine the magnitude to which downward earnings expectation adjustments  
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Table 5.8. 

Multivariate analysis of the relation between earnings surprises, accounting flexibility and audit 
quality – regressions of EARNSURPa 

 

Model:   Yi,t = α   +   β1Xi,t-1  +   β2FLEXi,t-1  +  β3DACCi,t  +  β4LAGROAi,t  +  β5SIZEi,t 
  +  β6PRIOROPTi,t  +  β7OWNBANKi,t  +  β8OWNFORNi,t  +  β9Xi,t-1×FLEXi,t-1   

  +  β10FLEXi,t-1×DACCi,t  +  β11PRIOROPTi,t×LAGROAi,t  +  β12Xi,t-1×LAGROAi,t 
  +  β13PRIOROPTi,t×FLEXi,t-1  +  ∑ γk

n
k=1 YEARk + ∑ λk

n
k=1 INDUSTRYk + ɛi,t     (7) 

 

Variableb  (a) (b) (c) (d) 

Panel A: Initial EARNSURP (coefficients and t-statistics in parentheses) 

Intercept    -0.124 -0.123 -0.126 -0.121 
    (-4.16)*** (-3.93)*** (-4.24)*** (-4.10)*** 
BIGN  +  0.011    
    (2.74)***    
AIS1  +   0.027   
     (2.22)**   
AIS2  +    0.046  
      (2.50)**  
AIS3  +     0.007 
       (1.75)* 
FLEX  –  -0.014 -0.011 -0.013 -0.005 
    (-2.05)** (-2.44)** (-2.06)** (-1.53) 
DACC  +  0.113 0.114 0.114 0.113 
    (3.05)*** (3.04)*** (3.05)*** (3.01)*** 
SIZE  +  0.004 0.004 0.004 0.004 
    (2.11)** (2.10)** (2.15)** (2.26)** 
LAGROA  +  0.410 0.309 0.382 0.230 
    (4.85)*** (3.61)*** (4.01)*** (4.45)*** 
PRIOROPT  –  -0.032 -0.032 -0.032 -0.032 
    (-7.54)*** (-7.30)*** (-7.28)*** (-7.28)*** 
OWNBANK    0.001 0.001 0.001 0.001 
    (7.77)*** (7.85)*** (7.74)*** (7.91)*** 
OWNFORN    -0.000 -0.000 -0.000 -0.000 
    (0.00) (-0.16) (-0.08) (-0.20) 
X×FLEX    0.011 0.027 0.431 0.002 
    (1.31) (1.46) (1.39) (0.29) 
FLEX×DACC    0.097 0.098 0.097 0.099 
    (2.41)** (2.45)** (2.44)** (2.45)** 
PRIOROPT×LAGROA    0.530 0.530 0.528 0.549 
    (8.74)*** (8.26)*** (8.68)*** (8.44)*** 
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Table 5.8 continued 
 

Variableb    (a) (b) (c) (d) 
X×LAGROA    -0.314 -0.637 -1.163 -0.168 
    (-2.83)*** (-1.58) (-2.24)** (-1.16) 
PRIOROPT×FLEX    -0.008 -0.008 -0.008 -0.009 
    (-1.71)* (-1.82)* (-1.78)* (-1.92)* 

Year indicators     Included  Included  Included  Included 
Industry indicators     Included  Included  Included  Included 
Adjusted R2     16.8%  16.7%  16.8%  16.6% 
F-statistic     38.39***  38.24***  38.35***  38.17*** 
N     16,140  16,140  16,140  16,140 
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Table 5.8 continued 
        
Variableb    (a) (b) (c) (d) 

Panel B: First Quarter EARNSURP (coefficients and t-statistics in parentheses) 
Intercept    -0.059 -0.062 -0.062 -0.068 
    (-1.66)* (-1.69)* (-1.80)* (-2.17)** 
BIGN  +  0.011    
    (3.84)***    
AIS1  +   0.033   
     (4.59)***   
AIS2  +    0.047  
      (3.54)***  
AIS3  +     0.010 
       (2.96)*** 
FLEX  –  -0.009 -0.009 -0.009 -0.003 
    (-2.20)** (-2.43)** (-2.00)** (-0.93) 
DACC  +  0.119 0.120 0.120 0.120 
    (3.02)*** (3.02)*** (3.03)*** (2.98)*** 
SIZE  +  0.004 0.004 0.004 0.004 
    (1.79)* (1.77)* (1.81)* (1.93)* 
LAGROA  +  0.385 0.301 0.348 0.223 
    (7.76)*** (4.54)*** (5.33)*** (4.91)*** 
PRIOROPT  –  -0.030 -0.029 -0.029 -0.030 
    (-6.78)*** (-6.44)*** (-6.51)*** (-6.40)*** 
OWNBANK    0.001 0.001 0.001 0.001 
    (7.31)*** (7.28)*** (7.21)*** (7.44)*** 
OWNFORN    -0.000 -0.000 -0.000 -0.000 
    (-0.56) (-0.70) (-0.64) (-0.75) 
X×FLEX    0.008 0.028 0.030 0.002 
    (1.10) (1.67)* (1.17) (0.24) 
FLEX×DACC    0.097 0.100 0.098 0.103 
    (2.16)** (2.28)** (2.22)** (2.37)** 
PRIOROPT×LAGROA    0.437 0.434 0.439 0.457 
    (6.90)*** (6.32)*** (6.74)*** (6.58)*** 
X×LAGROA    -0.335 -0.768 -1.172 -0.268 
    (-5.10)*** (-2.40)* (-3.02)*** (-2.31)** 
PRIOROPT×FLEX    -0.004 -0.004 -0.004 -0.005 
    (-1.26) (-1.33) (-1.35) (-1.76)* 

Year indicators     Included  Included  Included  Included 
Industry indicators     Included  Included  Included  Included 
Adjusted R2     17.6%  17.5%  17.5%  17.4% 
F-statistic     27.63***  27.54***  27.62***  27.40*** 
N     11,971  11,971  11,971  11,971 
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Table 5.8 continued 
        
Variableb    (a) (b) (c) (d) 

Panel C: Second Quarter EARNSURP (coefficients and t-statistics in parentheses) 
Intercept    -0.034 -0.033 -0.035 -0.033 
    (-2.21)** (-2.07)** (-2.28)** (-2.21)** 
BIGN  +  0.004    
    (2.02)**    
AIS1  +   0.013   
     (2.03)**   
AIS2  +    0.020  
      (1.95)*  
AIS3  +     0.002 
       (0.74) 
FLEX  –  -0.009 -0.006 -0.008 -0.002 
    (-2.09)** (-1.94)* (-1.86)* (-1.29) 
DACC  +  0.065 0.065 0.065 0.065 
    (2.67)*** (2.66)*** (2.66)*** (2.64)*** 
SIZE  +  0.001 0.002 0.002 0.002 
    (1.74)* (1.66)* (1.76)* (1.96)** 
LAGROA  +  0.208 0.171 0.197 0.134 
    (4.17)*** (4.54)*** (4.42)*** (3.94)*** 
PRIOROPT  –  -0.017 -0.017 -0.017 -0.017 
    (-7.56)*** (-7.32)*** (-7.35)*** (-7.25)*** 
OWNBANK    0.000 0.000 0.000 0.000 
    (7.12)*** (7.19)*** (7.09)*** (7.21)*** 
OWNFORN    0.000 0.000 0.000 0.000 
    (0.23) (0.10) (0.16) (0.06) 
X×FLEX    0.009 0.019 0.032 0.000 
    (1.72)* (1.56) (1.65)* (0.10) 
FLEX×DACC    0.033 0.033 0.033 0.034 
    (1.23) (1.25) (1.24) (1.27) 
PRIOROPT×LAGROA    0.284 0.284 0.284 0.293 
    (4.86)*** (4.74)*** (4.86)*** (4.87)*** 
X×LAGROA    -0.127 -0.280 -0.474 -0.066 
    (-2.17)** (-1.54) (-1.92)* (-0.81) 
PRIOROPT×FLEX    -0.006 -0.006 -0.006 -0.006 
    (-2.65)*** (-2.85)*** (-2.79)*** (-2.97)*** 

Year indicators     Included  Included  Included  Included 
Industry indicators     Included  Included  Included  Included 
Adjusted R2     14.3%  14.2%  14.2%  14.1% 
F-statistic     28.97***  28.94***  28.95***  28.83*** 
N     16,138  16,138  16,138  16,138 
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Table 5.8 continued 
        
Variableb    (a) (b) (c) (d) 

Panel D: Third Quarter EARNSURP (coefficients and t-statistics in parentheses) 
Intercept    -0.017 -0.017 -0.018 -0.017 
    (-2.48)*** (-2.39)*** (-2.55)** (-2.47)** 
BIGN  +  0.004    
    (3.08)***    
AIS1  +   0.008   
     (1.46)   
AIS2  +    0.016  
      (2.76)***  
AIS3  +     0.002 
       (0.72) 
FLEX  –  -0.006 -0.006 -0.005 -0.003 
    (-2.23)** (-2.15)** (-1.85)* (-2.43)** 
DACC  +  0.036 0.036 0.036 0.036 
    (4.09)*** (4.02)*** (4.10)*** (3.99)*** 
SIZE  +  0.001 0.001 0.001 0.001 
    (2.57)*** (2.34)** (2.64)*** (2.53)** 
LAGROA  +  0.095 0.060 0.078 0.047 
    (4.05)*** (2.24)** (2.61)*** (2.62)*** 
PRIOROPT  –  -0.012 -0.012 -0.012 -0.012 
    (-7.87)*** (-7.38)*** (-7.50)*** (-7.31)*** 
OWNBANK    0.000 0.000 0.000 0.000 
    (5.70)*** (5.77)*** (5.65)*** (5.75)*** 
OWNFORN    -0.000 -0.000 -0.000 -0.000 
    (-1.11) (-1.22) (-1.19) (-1.26) 
X×FLEX    0.006 0.016 0.017 0.002 
    (1.82)* (1.71)* (1.32) (0.71) 
FLEX×DACC    0.043 0.044 0.044 0.045 
    (2.31)** (2.39)** (2.35)** (2.54)** 
PRIOROPT×LAGROA    0.171 0.173 0.173 0.178 
    (3.32)*** (3.12)*** (3.29)*** (3.23)*** 
X×LAGROA    -0.089 -0.140 -0.273 -0.052 
    (-2.84)*** (-0.96) (-1.60) (-0.78) 
PRIOROPT×FLEX    -0.006 -0.006 -0.006 -0.006 
    (-3.61)*** (-3.69)*** (-3.74)*** (-4.10)*** 

Year indicators     Included  Included  Included  Included 
Industry indicators     Included  Included  Included  Included 
Adjusted R2     7.8%  7.7%  7.7%  7.6% 
F-statistic     11.64***  11.61***  11.62***  11.58*** 
N     11,979  11,979  11,979  11,979 
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Table 5.8 continued 
 

a This table reports the coefficients and t-statistics (in parentheses) from the regressions of the four 
kinds of EARNSURP on the four audit quality measures, accounting flexibility, and control 
variables. The t-statistics are obtained by estimating standard errors from two-way cluster in firm 
and year (Petersen, 2009). Outliers at or beyond the 1st and 99th percentiles of the distributions of 
all continuous response and explanatory variables are winsorised. 

b  Y equals EARNSURP:  
Initial = (realised - initial forecast earnings)t / MVEt-1 
First Quarter = (realised - first quarter revision forecast earnings)t / MVEt-1 
Second Quarter = (realised - second quarter revision forecast earnings)t / MVEt-1 
Third Quarter = (realised - third quarter forecast earnings)t / MVEt-1 

Main variables of interest (X and FLEX) and control variables: 
BIGN = 1 if the firm is audited by a Big N auditor at year t-1, otherwise 0 
AIS1 = the total sales of each auditor’s clients in an industry at year t-1 / 

the total sales of all firms in the industry at year t-1 
AIS2 = the total number of clients of each auditor in an industry at year t-1 

/ the total number of all clients in the industry at year t-1 
AIS3 = 1 if the composite measure equals or exceeds the weighted market 

share cut-off (Mascarenhas et al., 2010) 
FLEX = the net operating assets at year t-1 / the net sales at year t-1 

(industry adjusted by subtracting industry median of net operating 
assets) 

DACC = estimated using the modified Jones (1991) model (Dechow et al., 
1995) 

LAGROA = net income for year t-1 / total assets at t-1 year end 
SIZE = the natural logarithm of total assets year-end t 
PRIOROPT = 1 if the firm reports a negative earnings surprise at year t-1, 

otherwise 0 
OWNBANK = the percentage ownership interest of financial institutions 
OWNFORN = the percentage ownership interest of foreign investors 
Interaction variables: 
X×FLEX = the interaction between FLEX and BIGN, AIS1, AIS2 and AIS3, 

respectively 
FLEX×DACC = the interaction  between FLEX and DACC 
PRIOROPT×LAGROA = the interaction between PRIOROPT and LAGROA 
X×LAGROA = the interaction between LAGROA and BIGN, AIS1, AIS2 and 

AIS3, respectively 
PRIOROPT×FLEX = the interaction between PRIOROPT and FLEX 

* Significant at the 10 percent level (one-tailed test where a sign is predicted, otherwise two-tailed) 
** Significant at the 5 percent level (one-tailed test where a sign is predicted, otherwise two-tailed) 
*** Significant at the 1 percent level (one-tailed test where a sign is predicted, otherwise two-tailed)  
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are used by these firms to report positive earnings surprises for year t. To examine the magnitude 

of downward earnings expectation adjustments, the WALKDOWN variables are used (Brown 

and Pinello, 2007). These variables are measured by the difference between the previous and 

present forecast earnings in year t deflated by the market value of equity at year t-1. Table 5.9 

presents the OLS regressions using the WALKDOWN variables. Given that the hypotheses 

require firms to use downward earnings expectation adjustments, the coefficients on the 

regressions are expected to be significant to provide evidence to support hypotheses 1 and 2.54 

Panel A presents the results for the audit quality (BIGN, AIS1, AIS2, and AIS3) and 

FLEX variables, using the Overall WALKDOWN (as measured by the difference between initial 

and third quarter forecast earnings in year t deflated by the market value of equity at year t-1). 

The audit quality variables for regressions (a) to (d) are significantly negative at the one percent 

level (β1 = -0.981, -2.695, -4.277, and -0.767, respectively, p < 0.01), suggesting that firms of 

higher audit quality at year t-1 are negatively related to the magnitude of the downward earnings 

expectation adjustments.55  That is, the magnitude of the downward earnings expectation 

adjustments decreases for firms of higher audit quality at year t-1.56 FLEX for all the regressions 

                                                           
54  A positive (negative) coefficient for the explanatory variables in the regressions using WALKDOWN 

implies larger (smaller) magnitudes of downward earnings expectation adjustments. As the hypotheses 
only require firms to use downward earnings expectation, no expected sign is given to the coefficients in 
the regressions. 

55  This decrease in the magnitude is not surprising as the previous results, presented in tables 5.2 and 5.8, 
show that firms with higher quality auditors issue less optimistic (upward biased) earnings forecasts. 
Hence, these firms are required to use downward earnings expectation adjustments to a lower extent 
than firms with lower quality auditors that issue more optimistic earnings forecasts. 

56  It could also be argued that firms of higher audit quality at year t-1 are more likely to use upward, in 
lieu of, downward earnings expectation adjustments. That is, managers of firms audited by higher-
quality auditors at year t-1 underestimate earnings in their forecasts (i.e., forecast earnings are lower 
than realised earnings) and then revise the forecast earnings upward to meet the realised earnings for 
year t. Although this is a possibility, the univariate analyses indicate that this is unlikely as firms in 
Japan, regardless of their auditors, revise their forecasts downward on average. This is also consistent 
with prior studies (Kato et al., 2009).   
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is insignificant, suggesting that firms with lower accounting flexibility at year t-1 do not use 

downward earnings expectation adjustments in year t. 

The results for the control variables provide some interesting insights into the relationship 

of downward earnings expectation adjustments with the firms’ characteristics. DACC for all the 

regressions is significantly negative at the five percent level, suggesting that the magnitude of 

downward earnings expectation adjustments decreases with the extent of upward earnings 

management in year t. These results provide evidence consistent with prior studies that upward 

earnings management and downward expectation adjustments are used as substitution 

mechanisms in order to report less negative earnings surprises (i.e., these mechanisms are 

negatively related to each other) (Bhattacharya, Daouk, and Welker, 2003; Leuz, Nanda, and 

Wysocki, 2003; Brown and Higgins, 2005; Brown and Pinello, 2007). 

LAGROA and OWNBANK for all the regressions are significantly negative at the one 

percent level, suggesting that the magnitude of downward earnings expectation adjustments 

decreases for firms of stronger performance in the prior year and higher percentage ownership of 

financial institutions. However, the magnitude increases for managers of firms who issue 

optimistic earnings forecasts for year t-1 (PRIOROPT for all the regressions is significantly 

positive at the one percent level). Among the interaction variables, FLEX×DACC, 

PRIOROPT×LAGROA, and X×LAGROA for all the regressions are significant at conventional 

levels. The F-statistic for all the regressions is statistically significant at the one percent level, 

while the adjusted R2 for all the regressions is 13 percent, suggesting that 13 percent of the 

variation in the Overall WALKDOWN can be explained by the model.  

Panels B to D provide more in-depth regression analysis of WALKDOWN by examining 

downward earnings expectation adjustments in shorter and more specific periods of year t. 
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Specifically, panels B to D estimate the OLS regressions using WALKDOWN of the four 

periods: (1) initial to first quarter (First), (2) first to second quarter (Second), and (3) second to 

third quarter (Third).  

The results presented in panels B to D are generally consistent with panel A. Except for 

regression (d) in panel D, where AIS3 is significantly negative at the 10 percent level, the audit 

quality variables are negative and significant at the one percent level. The panels also provide 

some evidence that firms with lower accounting flexibility at year t-1 are related to the 

magnitude of downward earnings expectation adjustments. In particular, FLEX is only 

significantly negative for regression (c) in panel B (β2 = -0.012, p < 0.10), and significantly 

positive for regressions (a) to (c) in panel C (β2 = 0.257, p < 0.10; 0.349, p < 0.01; and 0.350, 

p < 0.05, respectively). 

In summary, OLS regressions using the WALKDOWN variables are estimated to 

determine the use and magnitude of downward earnings expectation adjustments to report less 

negative earnings surprises for year t. The results presented in table 5.9 show firms of higher 

audit quality at year t-1 use downward earnings expectation adjustments in year t consistent with 

hypothesis 1, albeit decreasing magnitude. However, the results for FLEX are mixed. 

Specifically, the results reveal that firms with lower accounting flexibility at year t-1 are more 

likely to use downward earnings expectation adjustments in the second quarter of year t. 

 

5.4. Summary  

Univariate and multivariate tests of hypotheses 1 and 2 provide some evidence to support 

the argument that managers of firms are more likely to use downward earnings expectation  
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Table 5.9. 

Multivariate analysis of the relation between earnings surprises, accounting flexibility and audit 
quality – regressions of WALKDOWNa 

 

Model:   Yi,t = α   +   β1Xi,t-1  +   β2FLEXi,t-1  +  β3DACCi,t  +  β4LAGROAi,t  +  β5SIZEi,t 
  +  β6PRIOROPTi,t  +  β7OWNBANKi,t  +  β8OWNFORNi,t  +  β9Xi,t-1×FLEXi,t-1   

  +  β10FLEXi,t-1×DACCi,t  +  β11PRIOROPTi,t × LAGROAi,t  +  β12Xi,t-1 × LAGROAi,t 
  +  β13PRIOROPTi,t × FLEXi,t-1  +  ∑ γk

n
k=1 YEARk + ∑ λk

n
k=1 INDUSTRYk + ɛi,t      (7) 

   

Variableb  (a) (b) (c) (d) 

Panel A: Overall WALKDOWN from initial to third quarter (coefficients and t-statistics in parentheses) 

Intercept  7.238 7.235 7.346 7.049 
  (3.90)*** (3.59)*** (3.93)*** (3.56)*** 
BIGN  -0.981    
  (-4.36)***    
AIS1   -2.695   
   (-5.05)***   
AIS2    -4.277  
    (-4.01)***  
AIS3     -0.767 
     (-4.40)*** 
FLEX  -0.013 0.090 0.053 -0.109 
  (-0.06) (0.26) (0.19) (-0.26) 
DACC  -8.390 -8.419 -8.446 -8.423 
  (-2.37)** (-2.36)** (-2.38)** (-2.34)** 
SIZE  -0.296 -0.303 -0.301 -0.330 
  (-1.44) (-1.44) (-1.44) (-1.56) 
LAGROA  -28.476 -21.824 -26.716 -13.492 
  (-6.34)*** (-5.10)*** (-5.61)*** (-4.54)*** 
PRIOROPT  1.968 1.929 1.952 1.963 
  (4.17)*** (3.92)*** (4.07)*** (3.86)*** 
OWNBANK  -0.038 -0.038 -0.038 -0.038 
  (-6.83)*** (-6.84)*** (-6.75)*** (-6.93)*** 
OWNFORN  -0.008 -0.006 -0.007 -0.004 
  (-0.34) (-0.25) (-0.30) (-0.18) 
X×FLEX  -0.038 -0.737 -0.583 0.062 
  (-0.09) (-0.75) (-0.40) (0.11) 
FLEX×DACC  -5.519 -5.798 -5.597 -5.946 
  (-1.96)* (-2.12)** (-2.03)** (-2.13)** 
PRIOROPT×LAGROA  -26.757 -26.400 -26.703 -28.557 
  (-7.35)*** (-7.54)*** (-7.50)*** (-6.88)*** 
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Table 5.9 continued 

Variableb  (a) (b) (c) (d) 

X×LAGROA  29.585 71.451 111.644 21.238 
  (6.08)*** (4.17)*** (5.14)*** (4.63)*** 
PRIOROPT×FLEX  0.159 0.165 0.162 0.228 
  (0.55) (0.60) (0.58) (0.81) 

Year indicators   Included  Included  Included  Included 
Industry indicators   Included  Included  Included  Included 
Adjusted R2   13.1%  12.9%  13.0%  12.7% 
F-statistic   22.19***  22.07***  22.18***  21.96*** 
N   11,979  11,979  11,979  11,979 
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Table 5.9 continued 
      
Variableb  (a) (b) (c) (d) 

Panel B: First WALKDOWN from initial to first quarter (coefficients and t-statistics in parentheses) 
Intercept  0.281 0.292 0.303 0.322 
  (1.05) (0.99) (1.10) (1.11) 
BIGN  -0.244    
  (-4.53)***    
AIS1   -0.485   
   (-3.01)***   
AIS2    -0.987  
    (-4.57)***  
AIS3     -0.101 
     (-3.05)*** 
FLEX  -0.021 0.008 -0.012 0.000 
  (-0.41) (0.14) (-0.22)* (0.00) 
DACC  -1.073 -1.077 -1.086 -1.082 
  (-2.01)** (-1.99)** (-2.02)** (-1.96)** 
SIZE  -0.031 -0.037 -0.033 -0.043 
  (-1.69)* (-1.90)* (-1.74)* (-1.96)** 
LAGROA  -5.615 -3.913 -5.199 -1.829 
  (-5.00)*** (-3.67)*** (-4.61)*** (-2.94)*** 
PRIOROPT  0.276 0.267 0.272 0.275 
  (3.53)*** (3.46)*** (3.46)*** (3.44)*** 
OWNBANK  -0.003 -0.003 -0.003 -0.003 
  (-2.87)*** (-2.97)*** (-2.82)*** (-2.96)*** 
OWNFORN  0.001 0.001 0.000 0.001 
  (0.05) (0.30) (0.15) (0.56) 
X×FLEX  0.039 -0.022 0.092 -0.006 
  (0.59) (-0.11) (0.40) (-0.09) 
FLEX×DACC  -0.950 -1.014 -0.969 -1.021 
  (-1.51) (-1.59) (-1.55) (-1.59) 
PRIOROPT×LAGROA  -3.612 -3.579 -3.599 -4.057 
  (-4.19)*** (-4.25)*** (-4.26)*** (-4.06)*** 
X×LAGROA  6.525 14.419 24.392 2.874 
  (4.05)*** (3.17)*** (3.93)*** (3.95)*** 
PRIOROPT×FLEX  0.051 0.056 0.054 0.067 
  (0.64) (0.70) (0.67) (0.84) 

Year indicators   Included  Included  Included  Included 
Industry indicators   Included  Included  Included  Included 
Adjusted R2   7.13%  6.66%  6.93%  6.29% 
F-statistic   7.47***  7.39***  7.43***  7.34*** 
N   11,971  11,971  11,971  11,971 
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Table 5.9 continued 
 
Variableb  (a) (b) (c) (d) 

Panel C: Second WALKDOWN from first to second quarter (coefficients and t-statistics in parentheses) 
Intercept  2.125 2.124 2.112 2.268 
  (1.28) (1.22) (1.27) (1.41) 
BIGN  -0.388    
  (-2.97)***    
AIS1   -1.107   
   (-4.41)***   
AIS2    -1.541  
    (-2.91)***  
AIS3     -0.403 
     (-5.84)*** 
FLEX  0.257 0.349 0.350 0.171 
  (1.74)* (3.42)*** (2.35)** (1.15) 
DACC  -3.237 -3.246 -3.257 -3.252 
  (-3.39)*** (-3.40)*** (-3.42)*** (-3.32)*** 
SIZE  -0.188 -0.190 -0.190 -0.197 
  (-2.19)** (-2.24)** (-2.22)** (-2.26)** 
LAGROA  -12.312 -9.978 -11.764 -6.691 
  (-4.61)*** (-3.31)*** (-3.85)*** (-3.16)*** 
PRIOROPT  1.103 1.085 1.094 1.101 
  (7.00)*** (6.63)*** (6.72)*** (6.68)*** 
OWNBANK  -0.020 -0.020 -0.020 -0.020 
  (-5.39)*** (-5.37)*** (-5.35)*** (-5.57)*** 
OWNFORN  0.005 0.006 0.005 0.006 
  (0.67) (0.77) (0.72) (0.83) 
X×FLEX  -0.080 -0.753 -0.840 0.004 
  (-0.39) (-1.71)* (-0.84) (0.01) 
FLEX×DACC  -3.958 -4.057 -3.988 -4.157 
  (-3.15)*** (-3.32)*** (-3.24)*** (-3.34)*** 
PRIOROPT×LAGROA  -13.035 -12.797 -12.989 -13.700 
  (-6.67)*** (-6.24)*** (-6.36)*** (-6.58)*** 
X×LAGROA  11.900 30.456 45.728 9.964 
  (5.32)*** (3.42)*** (4.18)*** (3.97)*** 
PRIOROPT×FLEX  0.088 0.082 0.084 0.117 
  (0.39) (0.37) (0.38) (0.52) 

Year indicators  Included Included   Included  Included 
Industry indicators  Included Included   Included  Included 
Adjusted R2  10.2% 10.1% 10.1% 10.1% 
F-statistic  14.01*** 17.90*** 17.98*** 17.88*** 
N       11,969     11,969       11,969      11,969 
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Table 5.9 continued 
      
Variableb  (a) (b) (c) (d) 

Panel D: Third WALKDOWN from second to third quarter (coefficients and t-statistics in parentheses) 
Intercept  2.971 3.000 3.003 2.955 
  (2.70)*** (2.61)*** (2.70)*** (2.61)*** 
BIGN  -0.318    
  (-3.28)***    
AIS1   -0.863   
   (-2.82)***   
AIS2    -1.388  
    (-2.88)***  
AIS3     -0.187 
     (-1.65)* 
FLEX  -0.133 -0.171 -0.181 -0.181 
  (-0.92) (-0.95) (-1.09) (-1.10) 
DACC  -3.717 -3.729 -3.737 -3.725 
  (-1.82)* (-1.81)* (-1.82)* (-1.81)* 
SIZE  -0.061 -0.066 -0.064 -0.077 
  (-0.73) (-0.76) (-0.75) (-0.93) 
LAGROA  -11.591 -8.434 -10.728 -5.665 
  (-4.30)*** (-4.34)*** (-5.05)*** (-3.64)*** 
PRIOROPT  0.437 0.426 0.432 0.439 
  (1.62) (1.52) (1.58) (1.54) 
OWNBANK  -0.014 -0.014 -0.014 -0.014 
  (-9.60)*** (-10.10)*** (-9.61)*** (-8.97)*** 
OWNFORN  -0.011 -0.010 -0.010 -0.009 
  (-1.11) (-1.03) (-1.06) (-0.99) 
X×FLEX  -0.017 0.062 0.152 0.078 
  (-0.10) (0.12) (0.24) (0.33) 
FLEX×DACC  -0.487 -0.598 -0.523 -0.624 
  (-0.38) (-0.48) (-0.42) (-0.49) 
PRIOROPT×LAGROA  -6.264 -6.266 -6.286 -7.006 
  (-3.27)*** (-3.28)*** (-3.48)*** (-3.53)*** 
X×LAGROA  11.235 24.208 41.296 7.471 
  (3.87)*** (3.09)*** (4.24)*** (2.18)** 
PRIOROPT×FLEX  -0.051 -0.039 -0.043 -0.027 
  (-0.30) (-0.24) (-0.26) (-0.16) 

Year indicators   Included  Included  Included  Included 
Industry indicators   Included  Included  Included  Included 
Adjusted R2   9.07%  8.92%  8.99%  8.86% 
F-statistic   15.34***  15.33***  15.35***  15.24*** 
N   11,977  11,977  11,977  11,977 
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Table 5.9 continued 

a This table reports the coefficients and t-statistics (in parentheses) from the regressions of 
WALKDOWN in the four different periods on the four audit quality measures, accounting 
flexibility, and control variables. The t-statistics are obtained by estimating standard errors from 
two-way cluster in firm and year (Petersen, 2009). Outliers at or beyond the 1st and 99th 
percentiles of the distributions of all continuous response and explanatory variables are 
winsorised. 

b  Y equals WALKDOWN:  
Overall  = (initial - third quarter revision forecast earnings)t / MVEt-1 × 100 
First = (initial - first quarter revision forecast earnings)t /  MVEt-1 × 100 
Second = (first - second quarter revision forecast earnings)t / MVEt-1 × 100 
Third = (second - third quarter revision forecast earnings)t / MVEt-1 × 100 
Main variables of interest (X and FLEX) and control variables: 
BIGN = 1 if the firm is audited by a Big N auditor at year t-1, otherwise 0 
AIS1 = the total sales of each auditor’s clients in an industry at year t-1 /  

the total sales of all firms in the industry at year t-1 
AIS2 = the total number of clients of each auditor in an industry at year t-1  

/ the total number of all clients in the industry at year t-1 
AIS3 = 1 if the composite measure equals or exceeds the weighted market 

share cut-off (Mascarenhas et al., 2010) 
FLEX = the net operating assets at year t-1 / the net sales at year t-1 

(industry adjusted by subtracting industry median of net operating 
assets) 

DACC = estimated using the modified Jones (1991) model (Dechow et al., 
1995) 

LAGROA = net income for year t-1 / total assets at t-1 year end 
SIZE = the natural logarithm of total assets year-end t 
PRIOROPT = 1 if the firm reports a negative earnings surprise at year t-1, 

otherwise 0 
OWNBANK = the percentage ownership interest of financial institutions 
OWNFORN = the percentage ownership interest of foreign investors 
Interaction variables: 
X×FLEX = the interaction between FLEX and BIGN, AIS1, AIS2 and AIS3, 

respectively 
FLEX×DACC = the interaction  between FLEX and DACC 
PRIOROPT×LAGROA = the interaction between PRIOROPT and LAGROA 
X×LAGROA = the interaction between LAGROA and BIGN, AIS1, AIS2 and 

AIS3, respectively 
PRIOROPT×FLEX = the interaction between PRIOROPT and FLEX 

* Significant at the 10 percent level (one-tailed test where a sign is predicted, otherwise two-tailed) 
** Significant at the 5 percent level (one-tailed test where a sign is predicted, otherwise two-tailed) 
*** Significant at the 1 percent level (one-tailed test where a sign is predicted, otherwise two-tailed)
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adjustments to report less negative earnings surprises for year t, when the firms are of higher 

audit quality and lower accounting flexibility at year t-1. Assuming that the desired outcome for 

managers is to report less negative earnings surprises for year t, this thesis finds that, when 

earnings management constraints are high (i.e., higher audit quality and lower accounting 

flexibility at year t-1), firms tend to use downward earnings expectation adjustments as a 

substitution mechanism for upward earnings management in order to achieve the desired 

outcome.  

The next chapter presents the results of additional analyses to ensure that the results 

presented in this chapter are robust. Further studies examining forecast accuracy and the effect of 

auditor switches on earnings surprises for year t are also provided.    

  



158 
 

CHAPTER 6 

ADDITIONAL TESTS 

 

6.1. Introduction 

In this chapter, additional analyses are performed to investigate whether the results 

presented in chapter 5 hold under various alternative specifications. The econometric issue 

concerning self-selection bias is first examined in section 6.2. Section 6.3 investigates alternative 

deflators for the response variables of the main model, while section 6.4 examines alternative 

measures of audit quality and accounting flexibility. Section 6.5 analyses the effects of audit 

quality and accounting flexibility on management forecast accuracy. The results of the final 

additional analysis are discussed in section 6.6, where the effect of auditor switches on earnings 

surprises is examined. Section 6.7 provides a summary of this chapter.  

 

6.2. Self-selection bias 

The main model tests whether higher audit quality at year t-1 influences managers’ 

ability to report less negative earnings surprises for year t. If managers’ decision to select higher-

quality auditors is assumed to be exogenous (i.e., strictly one way), then using the OLS 

regression to estimate the following main model will yield unbiased estimators: 
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Yi,t = α + β1Xi,t-1 + β2FLEXi,t-1 + β3DACCi,t + β4LAGROAi,t 
    (+)  (–)  (+)  (+) 
  + β5SIZEi,t + β6PRIOROPTi,t + β7OWNBANKi,t + β8OWNFORNi,t 
   (+)  (–)   
  + β9Xi,t-1×FLEXi,t-1 + β10FLEXi,t-1 × DACCi,t   
   
  + β11PRIOROPTi,t×LAGROAi,t + β12Xi,t-1×LAGROAi,t 
   
  + β13PRIOROPTi,t×FLEXi,t-1 + ∑ γ𝑘

n
k=1 YEAR𝑘   + ∑ λk

n
k=1 INDUSTRYk   

        
  + ɛi,t  (7) 

 

Where: 

Yi,t  = the variables that measure the extent of earnings surprises, respectively (Initial, 
   First Quarter, Second Quarter, or Third Quarter EARNSURP), or the magnitude 
  of earnings expectation adjustments (WALKDOWN), for each firm i in each 
   year t; 
Xi,t-1 = the variables that measure audit quality, respectively (BIGN, AIS1, AIS2, or 
   AIS3), for each firm i in each year t; 
α, β1 to β13, ϒk, and λk are parameters of the model; and  
ɛ is the error term. 

 

Nevertheless, prior studies argue that managers’ decision to select higher-quality auditors 

is not exogenous (Kim, Chung, and Firth, 2003; Weber and Willenborg, 2003; Chaney, Jeter, and 

Shivakumar, 2004; Khurana and Raman, 2004; Mansi, Maxwell, and Miller, 2004; Louis, 2005; 

Fortin and Pittman, 2007; Behn, Choi, and Kang, 2008; Choi, Kim, Liu, and Simunic, 2008; Li, 

2009). That is, managers’ propensity to report less negative earnings surprises can motivate the 

managers to select higher-quality auditors (see, for instance, Francis, Maydew, and Sparks, 1999, 

for a similar analogy of this proposition). From an econometric standpoint, the failure to control 

for such self-selection issue could introduce bias in the main model, yielding inconsistent 

parameter estimates (Maddala, 1983; 1991).  
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To address this potential self-selection bias, the two-stage treatment effects procedure 

from Heckman (1979) is adopted. In the first stage self-selection model, a probit regression is 

estimated to evaluate whether the choice of higher-quality auditors is related to certain firm 

characteristics (Lennox, Francis, and Wang, 2012). The error term from this regression is 

assumed to be normally distributed. The variables included in this first stage self-selection model 

of auditor choice are based on Lennox et al., where it is suggested that whether firms choose 

higher-quality auditors (as measured by audit firm size) depend on the following firm 

characteristics57: (1) profitability and performance; (2) size; (3) financial leverage; (4) liquidity; 

(5) external financing; and (6) the lag between fiscal year-end and the audit report date.58 The 

first stage self-selection model is presented in the following equation: 

Ai,t-1 = ϕ + ɑ1LAGLOSSi,t + ɑ2SIZEi,t + ɑ3LEVERAGEi,t  

  + ɑ4LAGROAi,t + ɑ5LIQUIDITYi,t + ɑ6NEWISSUEi,t 

  + ɑ7TRADINGDAYSi,t + ∑ γ𝑘
n
k=1 YEAR𝑘   + ∑ λk

n
k=1 INDUSTRYk   

  + υi,t  (8) 

 
where: 

Ai,t-1   =  a binary variable measuring audit quality, BIGN (1 if the firm is 
   audited by a Big N auditor at year t-1, otherwise 0) or AIS3 (1 if 
   the firm is audited by an industry specialist auditor at year t-1, 
   otherwise 0); 
LAGLOSSi,t = 1 if the net income for year t-1 is negative, and 0 otherwise; 
SIZEi,t   =  the natural logarithm of total assets year-end t; 
LEVERAGEi,t = total liabilities at year-end t / total assets at year-end t; 
LAGROAi,t = net income for year t-1 / total assets at t-1 year end;  
LIQUIDITYi,t   =  total current assets at year t / total current liability at year t; 

                                                           
57  Lennox et al. (2012) select these firm characteristics based on prior studies (e.g., Chaney et al., 2004; 

Khurana and Raman, 2004; Fortin and Pittman, 2007). It is assumed that the choice of Big N or industry 
specialist auditors depends on the same set of firm characteristics. 

58  The data on the audit report date are not available in NEEDS. Therefore, the earnings announcement 
date is used instead of the audit report date. 
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NEWISSUEi,t = 1 if a company’s total shares outstanding increases by 10 percent, 
   or paid-in-capital increases by 5 percent, and 0 otherwise; 
TRADINGDAYSi,t   =  Number of days from the fiscal year-end to the annual earnings 
   announcement date; 
YEAR and INDUSTRY are indicator variables; 
ϕ, ɑ1 to ɑ7, ϒk, and λk are parameters of the model; and  
υ is the error term. 

 

The parameter estimates from the probit regression of equation (8) are used to compute 

the Inverse Mills ratio (IMR). The IMR is then included in the following equation as an 

explanatory variable:  

Yi,t = α + β1Ai,t-1 + β2FLEXi,t-1 + β3DACCi,t + β4LAGROAi,t 

  + β5SIZEi,t + β6PRIOROPTi,t + β7OWNBANKi,t + β8OWNFORNi,t 

  + β9Ai,t-1 × FLEXi,t-1 + β10FLEXi,t-1 × DACCi,t +  

  + β11PRIOROPTi,t × LAGROAi,t + β12Ai,t-1 × LAGROAi,t 

  + β13PRIOROPTi,t × FLEXi,t-1 + β14IMRi,t + ∑ γ𝑘
n
k=1 YEAR𝑘   

  + ∑ λk
n
k=1 INDUSTRYk   + μi,t (9) 

 

Where: 

Yi,t  = Initial EARNSURP for year t; 
Ai,t-1 = a binary variable measuring audit quality, BIGN (1 if the firm is 
   audited by a Big N auditor at year t-1, otherwise 0) or AIS3 (1 if 
   the firm is audited by an industry specialist auditor at year t-1, 
   otherwise 0); 
IMRi,t  = Inverse Mills ratio; 
α, β1 to β14, ϒk, and λk are parameters of the model; and  
μ is the error term. 

 
The error terms ε and υ from equations (7) and (8), respectively, are assumed to have a 

bivariate normal distribution with mean zero and covariance matrix as follows: 

�σ2 ρσ
ρσ 1 � 
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The IMR estimated from equation (8) is given as follows (firm and time subscripts have been 

suppressed for illustrative purpose): 

 

IMR = E ( ε ∣ A ) =  �
φ(α𝑖V)/Φ(α𝑖V)

−φ(α𝑖V)/(1 − Φ(α𝑖V))
          if  A = 1 

if A = 0  

 

Where: 

A = a binary variable measuring audit quality, BIGN (1 if the firm is 
   audited by a Big N auditor at year t-1, otherwise 0) or AIS3 (1 if 
   the firm is audited by an industry specialist auditor at year t-1, 
   otherwise 0); 
V is the vector of independent variables from equation (8); and 
φ(.) and Φ(.) are the normal density and cumulative distribution functions, respectively. 

 

If the error terms ε and υ from equations (7) and (8), respectively, are correlated, then ρ 

in the covariance matrix is not zero, which in turn, means that E (ε ∣ A) is not zero. If E (ε ∣ A) is 

not zero, then the OLS regression of equation (7) will be biased (Lennox et al., 2012). Therefore, 

the main purpose of the Heckman (1979) procedure is to control for this bias by estimating IMR 

from equation (8) and include it in equation (9) (the second stage treatment effect model). The 

error term μ in equation (9) is uncorrelated with A, implying that equation (9) is estimated 

without bias. The presence and direction of selection bias is inferred by the statistical 

significance and sign of the IMR coefficient in equation (9). 

Panel A of table 6.1 presents the results of the probit regression of equation (8) (the first 

stage self-selection model). With respect to the regression using BIGN as the dependent variable, 

SIZE and LAGROA are significantly positive at the one percent level (ɑ2 = 0.109; and ɑ4 = 

2.215, , respectively, p < 0.01), indicating that larger firms and firms that are strong performers 
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in the prior period are more likely to select a Big N auditor (i.e., higher-quality auditors). When 

AIS3 is used as the dependent variable, SIZE is significantly positive at the one percent level  

(ɑ2 = 0.132, p < 0.01). However, LAGROA is no longer significant. TRADINGDAYS is 

significantly negative at the 10 percent level (ɑ8 = -0.009, p < 0.10). These results indicate that 

larger firms are more likely to select industry specialist auditors (i.e., higher-quality auditors), 

but firms with longer lag between the fiscal year-end and annual earnings announcement date are 

less likely select industry specialist auditors.   

Panel B of table 6.1 presents the results of the OLS regression of equation (9) (the second 

stage treatment effect model). For comparison, the results of the main model from chapter 5 are 

also provided alongside. First, the results of the OLS regression using BIGN as the measure of 

audit quality are discussed. IMR confirms the presence of self-selection bias (β14 = -0.058,  

p < 0.01). Nevertheless, after controlling for the self-selection bias, BIGN and FLEX remain 

significant at conventional levels in the expected sign (β1 = 0.111, p < 0.01; and β2 = -0.012,  

p < 0.10, respectively). Except for SIZE, the results for all the control variables are consistent 

with the main model.  

The results of the OLS regression using AIS3 as the measure of audit quality provide 

evidence contradicting the main results. IMR confirms that self-selection bias exists  

(β14 = 0.042, p < 0.05). While AIS3 is significant at the five percent level, the sign is negative  

(β1 = -0.061, p < 0.05).59 This result indicates that managers of firms that are audited by industry 

  

  
                                                           
59  This result may be prone to measurement error in AIS3. As this thesis is the first study to examine 

auditor industry specialisation in Japan, the applicable cut-off for coding auditors as industry specialists 
is not well established in Japan. Therefore, this thesis uses the cut-off based on prior studies in the US 
(see chapter 4 for a detailed discussion of how this cut-off is determined). Nevertheless, it is possible 
that this cut-off may not be applicable in the Japanese context.  
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 Table 6.1.  

Additional analysis of self-selection bias 
 

Panel A: First stage self-selection model of auditor choicea 

Ai,t-1 = ϕ   +   ɑ1LAGLOSSi,t  +   ɑ2SIZEi,t-1  +  ɑ3LEVERAGEi,t  +  ɑ4LAGROAi,t  

 +  ɑ6LIQUIDITYi,t  +  ɑ7NEWISSUEi,t  +  ɑ8TRADINGDAYSi,t   

  +  ∑ γk
n
k=1 YEARk + ∑ λk

n
k=1 INDUSTRYk  +  υi,t               (8) 

Dependent (binary) variable: BIGN 

Variablec   Coefficient z-statistics 

Intercept     -0.417 -0.68 
LAGLOSS     0.033 0.73 
SIZE     0.109 5.17*** 
LEVERAGE     0.091 0.43 
LAGROA     2.215 4.38*** 
LIQUIDITY     0.002 0.05 
NEWISSUE     0.091 1.50 
TRADINGDAYS     -0.004 -1.11 

Year indicators      Included  
Industry indicators      Included  
Pseudo R2      0.055  
Wald-chi2       545.33***  
N      16,081d  

Dependent (binary) variable: AIS3 

Variablec   Coefficient z-statistics 

Intercept     -2.331 -3.59*** 
LAGLOSS     -0.035 -0.78 
SIZE     0.132 6.38*** 
LEVERAGE     0.061 0.28 
LAGROA     0.290 0.55 
LIQUIDITY     -0.045 -1.30 
NEWISSUE     -0.039 -0.67 
TRADINGDAYS     -0.009 -1.76* 

Year indicators      Included  
Industry indicators      Included  
Pseudo R2      0.162  
Wald-chi2      774.07***  
N      14,998d  
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Table 6.1 continued 

Panel B: Second stage treatment effect modelb 

Yi,t = α   +   β1Ai,t-1  +   β2FLEXi,t-1  +  β3DACCi,t  +  β4LAGROAi,t  +  β5SIZEi,t + β6PRIOROPTi,t   
  +  β7OWNBANKi,t  +  β8OWNFORNi,t  +  β9Ai,t-1×FLEXi,t-1  +  β10FLEXi,t-1×DACCi,t   
  +  β11PRIOROPTi,t×LAGROAi,t  +  β12Ai,t-1×LAGROAi,t  +  β13PRIOROPTi,t×FLEXi,t-1   
  +  β14IMRi,t +  ∑ γk

n
k=1 YEARk  +  ∑ λk

n
k=1 INDUSTRYk   +  μi,t                                             (9) 

Main variable of interest (Ai,t-1): BIGN  Main model Second stage model 

Variablec  Coefficient t-statistics Coefficient t-statistics 

Intercept  -0.124 -4.16*** -0.152 -4.83*** 
BIGN + 0.011 2.74*** 0.111 3.14*** 
FLEX – -0.014 -2.05** -0.012 -1.82* 
DACC + 0.113 3.05*** 0.114 3.09*** 
SIZE + 0.004 2.11** 0.000 0.07 
LAGROA + 0.410 4.85*** 0.335 3.75*** 
PRIOROPT – -0.032 -7.54*** -0.031 -7.64*** 
OWNBANK  0.001 7.77*** 0.001 7.81*** 
OWNFORN  -0.000 -0.00 0.000 0.05 
BIGN×FLEX  0.011 1.31 0.011 1.28 
FLEX×DACC  0.097 2.41** 0.096 2.33** 
PRIOROPT×LAGROA  0.530 8.74*** 0.521 8.37*** 
BIGN×LAGROA  -0.314 -2.83*** -0.295 -2.45** 
PRIOROPT×FLEX  -0.008 -1.71* -0.008 -1.68* 
IMR    -0.058 -2.85*** 
Year indicators   Included  Included 
Industry indicators   Included  Included 
Adjusted R2   16.8%  17.0% 
F-statistic   38.39***  37.66*** 
N   16,140  16,081 

Main variable of interest (Ai,t-1): AIS3 Main model Second stage model 

Variablec  Coefficient t-statistics Coefficient t-statistics 

Intercept  -0.121 -4.10*** -0.156 -4.37*** 
AIS3 + 0.007 1.75* -0.061 -1.97** 
FLEX – -0.005 -1.53 -0.007 -2.17** 
DACC + 0.113 3.01*** 0.113 3.11*** 
SIZE + 0.004 2.26** 0.008 2.78*** 
LAGROA + 0.230 4.45*** 0.268 4.19*** 
PRIOROPT – -0.032 -7.28*** -0.032 -6.63*** 
OWNBANK  0.001 7.91*** 0.001 7.34*** 
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Table 6.1 continued 

 Main model Second stage model 

Variablec  Coefficient t-statistics Coefficient t-statistics 
OWNFORN  -0.000 -0.20 -0.000 -0.34 
AIS3×FLEX  0.002 0.29 0.001 0.20 
FLEX×DACC  0.099 2.45** 0.103 2.50** 
PRIOROPT×LAGROA  0.549 8.44*** 0.531 7.91*** 
AIS3×LAGROA  -0.168 -1.16 -0.187 -1.22 
PRIOROPT×FLEX  -0.009 -1.92* -0.008 -1.68* 
IMR    0.042 2.23** 
Year indicators   Included  Included 
Industry indicators   Included  Included 
Adjusted R2   16.6%  16.7% 
F-statistic   38.17***  39.97*** 
N   16,140  14,998 

 
a  Panel A reports the coefficients and t-statistics from a self-selection probit regression of BIGN 

and AIS3 on the determinants of auditor choice (Lennox et al., 2012). The t-statistics are obtained 
by estimating standard errors from cluster in firm (Petersen, 2009).  

b Panel B reports the coefficients and t-statistics from the regressions of Initial EARNSURP on 
BIGN, FLEX, and control variables. The t-statistics are obtained by estimating standard errors 
from two-way cluster in firm and year (Petersen, 2009). 

c Initial EARNSURP = (realised earnings - initial forecast earnings)t / MVEt-1 
BIGN = 1 if the firm is audited by a Big N auditor at year t-1, otherwise 0 
FLEX = the net operating assets at year t-1 / the net sales at year t-1 

(industry adjusted by subtracting industry median of net operating 
assets) 

LAGLOSS  = 1 if the net income for year t-1 is negative, and 0 otherwise 
SIZE = the natural logarithm of total assets year-end t 
LEVERAGE = total liabilities at year-end t / total assets at year-end t 
LAGROA = net income for year t-1 / total assets at t-1 year end 
LIQUIDITY = total current assets at year t / total current liability at year t 
NEWISSUE = 1 is a company’s total shares outstanding increase by 10 percent, 

or paid-in-capital increase by 5 percent, and 0 otherwise 
TRADINGDAYS = Number of days from the fiscal year-end to the earnings 

announcement date 
DACC = estimated using the modified Jones (1991) model (Dechow et al., 

1995) 
PRIOROPT = 1 if the firm reports a negative earnings surprise at year t-1, 

otherwise 0 
OWNBANK = the percentage ownership interest of financial institutions 
OWNFORN = the percentage ownership interest of foreign investors 
IMR = estimated from the first stage model in panel A 
BIGN×FLEX = the interaction between BIGN and FLEX 
FLEX×DACC = the interaction  between FLEX and DACC 
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Table 6.1 continued 
 

PRIOROPT×LAGROA = the interaction between PRIOROPT and LAGROA 
BIGN×LAGROA = the interaction between BIGN and LAGROA 
PRIOROPT×FLEX = the interaction between PRIOROPT and FLEX 
AIS3×FLEX = the interaction between AIS3 and FLEX 
AIS3×LAGROA = the interaction between AIS3 and LAGROA 

 Outliers at or beyond the 1st and 99th percentiles of the distributions of all continuous response 
and explanatory variables are winsorised. 

d Probit regression is estimated using pseudo likelihood through multiple iterations. Observations 
that cannot be used for the estimation due to collinearity in the year binary variable and the lack 
of variability between binary variables (AIS3 and industries) are removed through the iterations.  

* Significant at the 10 percent level (one-tailed test where a sign is predicted, otherwise two-tailed) 
** Significant at the 5 percent level (one-tailed test where a sign is predicted, otherwise two-tailed) 
*** Significant at the 1 level (one-tailed test where a sign is predicted, otherwise two-tailed) 
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specialist auditors are less likely to report less negative earnings surprises, when self-selection is 

controlled. FLEX is negative and significant at the five percent level (β2 = -0.007, p < 0.05). The 

results for the control variables are generally consistent with the main model.  

 

6.3. Alternative deflators for the response variables 

Prior studies argue that the choice of deflator for the response variable could have an 

impact on heteroscedasticity (Easton and Sommers, 2003; Barth and Clinch, 2005; Lo, 2005). 

Therefore, the objective of this additional analysis is to investigate whether the main results are 

sensitive to changes to the deflators of the response variables. The main model in chapter 5 uses 

lagged market value of equity (MVEi,t-1) as the deflator for the response variables (EARNSURP 

and WALKDOWN) for the following reasons: (1) it reduces heteroscedasticity by incorporating 

the beginning period share price; and (2) incorporating the beginning period share price in the 

deflator is consistent with prior studies (e.g., Abarbenell, 1991; Rogers and Stocken, 2005). 

However, prior studies have used alternative deflators for management earnings forecasts. For 

example, Kato, Skinner, and Kunimura (2009) use lagged total assets as the deflator, whereas 

Davidson and Neu (1993) and Clarkson (2000) use management earnings forecasts for year t.60  

Table 6.2 presents the results of the OLS regressions using lagged total assets (TAi,t-1) as 

the deflator for the response variable, EARNSURP (initial, and first, second and third quarters). 

In addition, the results of the OLS regressions using MVEi,t-1 as the deflator are provided 

alongside for comparison. Panel A presents the results of the OLS regression using the initial 

EARNSURP as the response variable. BIGN remains significantly positive when TAi,t-1 is used, 

 

                                                           
60  These studies do not, however, explain the reasoning behind the deflators used. Therefore, it is not clear 

why a particular deflator is selected. 
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Table 6.2. 

Additional analysis of the four kinds of EARNSURP scaled by lagged total assetsa 
 

Model:   Yi,t = α   +   β1BIGNi,t-1  +   β2FLEXi,t-1  +  β3DACCi,t  +  β4LAGROAi,t  +  β5SIZEi,t 
  +  β6PRIOROPTi,t  +  β7OWNBANKi,t  +  β8OWNFORNi,t  +  β9BIGNi,t-1×FLEXi,t-1   

  +  β10FLEXi,t-1×DACCi,t  +  β11PRIOROPTi,t×LAGROAi,t  +  β12BIGNi,t-1×LAGROAi,t 
  +  β13PRIOROPTi,t × FLEXi,t-1  +  ∑ γk

n
k=1 YEARk + ∑ λk

n
k=1 INDUSTRYk + ɛi,t  (10) 

  MVEi,t-1 deflatorc TAi,t-1 deflatord 

Variableb  Coefficient t-statistics Coefficient t-statistics 

Panel A: Initial EARNSURP (coefficients and t-statistics in parentheses) 

Intercept    -0.124 -4.16*** -0.046 -6.59*** 
BIGN  +  0.011 2.74*** 0.002 2.05** 
FLEX  –  -0.014 -2.05** -0.002 -1.62 
DACC  +  0.113 3.05*** 0.023 3.08*** 
SIZE  +  0.004 2.11** 0.002 4.96*** 
LAGROA  +  0.410 4.85*** 0.083 2.14** 
PRIOROPT  –  -0.032 -7.54*** -0.009 -6.81*** 
OWNBANK    0.001 7.77*** 0.000 4.82*** 
OWNFORN    -0.000 -0.00 -0.000 -3.37*** 
BIGN×FLEX    0.011 1.31 0.001 0.65 
FLEX×DACC    0.097 2.41** 0.023 2.34** 
PRIOROPT×LAGROA    0.530 8.74*** 0.094 2.73*** 
BIGN×LAGROA    -0.314 -2.83*** -0.073 -2.59*** 
PRIOROPT×FLEX    -0.008 -1.71* -0.001 -0.61 

Year indicators     Included  Included 
Industry indicators     Included  Included 
Adjusted R2     16.8%  19.8% 
F-statistic     38.39***  53.02*** 
N     16,140  16,140 
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Table 6.2 continued 
 

    MVEi,t-1 deflatorc TAi,t-1 deflatord 

Variableb    Coefficient t-statistics Coefficient t-statistics 

Panel B: First Quarter EARNSURP (coefficients and t-statistics in parentheses) 
Intercept    -0.059 -1.66* -0.029 -3.12*** 
BIGN  +  0.011 3.84*** 0.002 2.80*** 
FLEX  –  -0.009 -2.20** -0.003 -2.06** 
DACC  +  0.119 3.02*** 0.027 3.45*** 
SIZE  +  0.004 1.79* 0.002 4.42*** 
LAGROA  +  0.385 7.76*** 0.103 3.08*** 
PRIOROPT  –  -0.030 -6.78*** -0.008 -7.43*** 
OWNBANK    0.001 7.31*** 0.000 8.71*** 
OWNFORN    -0.000 -0.56 -0.000 -3.19*** 
BIGN×FLEX    0.008 1.10 0.002 1.25 
FLEX×DACC    0.097 2.16** 0.028 2.28** 
PRIOROPT×LAGROA    0.437 6.90*** 0.072 2.46** 
BIGN×LAGROA    -0.335 -5.10*** -0.079 -2.76*** 
PRIOROPT×FLEX    -0.004 -1.26 -0.000 -0.39 

Year indicators     Included  Included 
Industry indicators     Included  Included 
Adjusted R2     17.6%  21.3% 
F-statistic     27.63***  38.72*** 
N     11,971  11,971 
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Table 6.2 continued 
 

    MVEi,t-1 deflatorc TAi,t-1 deflatord 

Variableb    Coefficient t-statistics Coefficient t-statistics 

Panel C: Second Quarter EARNSURP (coefficients and t-statistics in parentheses) 
Intercept    -0.034 -2.21** -0.017 -5.41*** 
BIGN  +  0.004 2.02** 0.001 1.53 
FLEX  –  -0.009 -2.09** -0.002 -2.05** 
DACC  +  0.065 2.67*** 0.013 2.68*** 
SIZE  +  0.001 1.74* 0.001 5.06*** 
LAGROA  +  0.208 4.17*** 0.044 2.74*** 
PRIOROPT  –  -0.017 -7.56*** -0.004 -6.95*** 
OWNBANK    0.000 7.12*** 0.000 3.19*** 
OWNFORN    0.000 0.23 -0.000 -3.35*** 
BIGN×FLEX    0.009 1.72* 0.002 1.22 
FLEX×DACC    0.033 1.23 0.013 1.88* 
PRIOROPT×LAGROA    0.284 4.86*** 0.066 3.59*** 
BIGN×LAGROA    -0.127 -2.17** -0.034 -1.95* 
PRIOROPT×FLEX    -0.006 -2.65*** -0.000 -0.48 

Year indicators     Included  Included 
Industry indicators     Included  Included 
Adjusted R2     14.3%  18.0% 
F-statistic     28.97***  39.55*** 
N     16,138  16,138 
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Table 6.2 continued 
 

    MVEi,t-1 deflatorc TAi,t-1 deflatord 

Variableb    Coefficient t-statistics Coefficient t-statistics 

Panel D: Third Quarter EARNSURP (coefficients and t-statistics in parentheses) 
Intercept    -0.017 -2.48*** -0.013 -6.48*** 
BIGN  +  0.004 3.08*** 0.001 2.90*** 
FLEX  –  -0.006 -2.23** -0.002 -2.15** 
DACC  +  0.036 4.09*** 0.007 5.15*** 
SIZE  +  0.001 2.57*** 0.001 2.94*** 
LAGROA  +  0.095 4.05*** 0.035 2.28** 
PRIOROPT  –  -0.012 -7.87*** -0.003 -6.61*** 
OWNBANK    0.000 5.70*** 0.000 6.46*** 
OWNFORN    -0.000 -1.11 -0.000 -1.88* 
BIGN×FLEX    0.006 1.82* 0.001 1.33 
FLEX×DACC    0.043 2.31** 0.010 1.72* 
PRIOROPT×LAGROA    0.171 3.32*** 0.031 1.86* 
BIGN×LAGROA    -0.089 -2.84*** -0.020 -1.49 
PRIOROPT×FLEX    -0.006 -3.61*** -0.001 -2.17** 

Year indicators     Included  Included 
Industry indicators     Included  Included 
Adjusted R2     7.8%  10.2% 
F-statistic     11.64***  16.74*** 
N     11,979  11,979 

 

a This table reports the coefficients and t-statistics from the regressions of the four kinds of 
EARNSURP on the four audit quality measures, accounting flexibility, and control variables. The 
t-statistics are obtained by estimating standard errors from two-way cluster in firm and year 
(Petersen, 2009). Outliers at or beyond the 1st and 99th percentiles of the distributions of all 
continuous response and explanatory variables are winsorised. 

b  Y equals EARNSURP:  
Initial = (realised earnings - initial forecast earnings)t / deflatort-1 
First Quarter = (realised earnings - first quarter forecast earnings)t / deflatort-1 
Second Quarter = (realised earnings - second quarter forecast earnings)t / deflatort-1 
Third Quarter = (realised earnings - third quarter forecast earnings)t / deflatort-1 
Main variables of interest (BIGN and FLEX) and control variables: 
BIGN = 1 if the firm is audited by a Big N auditor at year t-1, otherwise 0 
FLEX = the net operating assets at year t-1 / the net sales at year t-1 

(industry adjusted by subtracting industry median of net 
operating assets) 

DACC = estimated using the modified Jones (1991) model (Dechow et al., 
1995) 

LAGROA = net income for year t-1 / total assets at t-1 year end 
SIZE = the natural logarithm of total assets year-end t 
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Table 6.2 continued       

PRIOROPT = 1 if the firm reports a negative earnings surprise at year t-1,  
otherwise 0 

OWNBANK = the percentage ownership interest of financial institutions 
OWNFORN = the percentage ownership interest of foreign investors 
Interaction variables:   
BIGN×FLEX = the interaction between BIGN and FLEX 
FLEX×DACC = the interaction  between FLEX and DACC 
PRIOROPT×LAGROA = the interaction between PRIOROPT and LAGROA 
BIGN×LAGROA = the interaction between BIGN and LAGROA 
PRIOROPT×FLEX = the interaction between PRIOROPT and FLEX 

c MVEi,t-1 is calculated by the number of shares outstanding multiplied by the closing share price at 
year t-1 

d TAi,t-1 is the total assets at t-1 year-end 
* Significant at the 10 percent level (one-tailed test where a sign is predicted, otherwise two-tailed) 
** Significant at the 5 percent level (one-tailed test where a sign is predicted, otherwise two-tailed) 
*** Significant at the 1 percent level (one-tailed test where a sign is predicted, otherwise two-tailed) 
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although the significance has dropped compared to MVEi,t-1 being used as the deflator  

(t-statistics = 2.05 vs 2.74, respectively). FLEX is no longer significant when TAi,t-1 is used as 

the deflator, but is significant when MVEi,t-1 is used. 

Panels B to D present the results of the OLS regressions using the First, Second, and 

Third Quarter EARNSURP, respectively, as the response variable. Except for BIGN in panel C, 

the results of the OLS regressions that use TAi,t-1 as the deflator for the response variable are 

consistent with the OLS regressions that use MVEi,t-1.  

Table 6.3 presents the results of the OLS regressions using TAi,t-1 and the previous 

earnings forecasts as the alternative deflators for the response variable WALKDOWN (Overall, 

First, Second, and Third). For comparison, the results of the OLS regressions using MVEi,t-1 as 

the deflator are presented alongside. Panels A and B present the results of the OLS regressions 

using the Overall and First WALKDOWN, respectively. The results for BIGN and FLEX across 

the three deflators are similar.  

Panels C and D of table 6.3 present the results of the OLS regressions with the Second 

and Third WALKDOWN as the response variable, respectively. Consistent with MVEi,t-1 as the 

deflator, panels C and D show that BIGN is significantly negative when TAi,t-1 is used as the 

deflator instead (β1 = -0.104, p < 0.05; and -0.072, p < 0.10, respectively). However, BIGN is no 

longer significant when the previous earnings forecasts are used as the deflator in both panels 

(First and Second Quarter Forecasts, respectively). FLEX in both panels is consistent across the 

three deflators.  
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 Table 6.3. 

Additional analysis of WALKDOWN for the four periods of year t scaled by lagged total assets  
and preceding earnings forecasts  

 

Model:   Yi,t = α   +   β1BIGNi,t-1  +   β2FLEXi,t-1  +  β3DACCi,t  +  β4LAGROAi,t  +  β5SIZEi,t 
  +  β6PRIOROPTi,t  +  β7OWNBANKi,t  +  β8OWNFORNi,t  +  β9BIGNi,t-1×FLEXi,t-1   

  +  β10FLEXi,t-1×DACCi,t +  β11PRIOROPTi,t×LAGROAi,t  +  β12BIGNi,t-1×LAGROAi,t  
  +  β13PRIOROPTi,t×FLEXi,t-1  +  ∑ γk

n
k=1 YEARk + ∑ λk

n
k=1 INDUSTRYk +  ɛi,t         (11) 

   
   

MVEt-1 deflatorc 
 

TAt-1 deflatord 
Initial  

Forecast deflator 

Variableb  Coefficient t-statistics Coefficient t-statistics Coefficient t-statistics 

Panel A: Overall WALKDOWN from initial to third quarter 
Intercept  7.238 3.90*** 2.969 7.59*** 168.395 5.62*** 
BIGN  -0.981 -4.36*** -0.222 -2.57*** -10.589 -3.02*** 
FLEX  -0.013 -0.06 0.060 0.66 -7.748 -0.87 
DACC  -8.390 -2.37** -2.060 -2.63*** -128.713 -2.35** 
SIZE  -0.296 -1.44 -0.126 -3.01*** -6.617 -3.34*** 
LAGROA  -28.476 -6.34*** -6.436 -1.47 -430.057 -4.01*** 
PRIOROPT  1.968 4.17*** 0.454 4.96*** 30.957 6.09*** 
OWNBANK -0.038 -6.83*** -0.011 -4.69*** -0.305 -1.71* 
OWNFORN -0.008 -0.34 0.005 1.31 -0.156 -0.77 
BIGN×FLEX -0.038 -0.09 -0.026 -0.33 9.507 0.99 
FLEX×DACC -5.519 -1.96* -1.646 -1.95* -114.029 -1.79* 
PRIOROPT×LAGROA -26.757 -7.35*** -3.222 -1.32 -349.045 -6.78*** 
BIGN×LAGROA 29.585 6.08*** 8.338 3.28*** 259.986 2.29** 
PRIOROPT×FLEX 0.159 0.55 0.054 0.75 19.170 2.62*** 

Year indicators  Included  Included  Included 
Industry indicators  Included  Included  Included 
Adjusted R2  13.1%  13.0%  7.90% 
F-statistic  22.19***  27.91***  13.02*** 
N  11,979  11,979  11,924e 
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Table 6.3 continued 
   

MVEt-1 deflatorc 
 

TAt-1 deflatord 
Initial  

Forecast deflator 

Variableb  Coefficient t-statistics Coefficient t-statistics Coefficient t-statistics 

Panel B: First WALKDOWN from initial to first quarter 
Intercept  0.281 1.05 0.064 1.16 1.107 0.45 
BIGN  -0.244 -4.53*** -0.044 -3.21*** -2.108 -4.37*** 
FLEX  -0.021 -0.41 0.000 0.02 -0.958 -1.40 
DACC  -1.073 -2.01** -0.135 -1.52 -8.474 -1.64 
SIZE  -0.031 -1.69* -0.008 -1.79* -0.191 -1.14 
LAGROA  -5.615 -5.00*** -1.043 -3.27*** -33.020 -2.62*** 
PRIOROPT  0.276 3.53*** 0.071 4.14*** 3.169 5.43*** 
OWNBANK -0.003 -2.87*** -0.000 -2.43** -0.011 -0.63 
OWNFORN 0.001 0.05 -0.000 -0.21 -0.020 -1.15 
BIGN×FLEX 0.039 0.59 0.010 0.58 1.247 1.09 
FLEX×DACC -0.950 -1.51 -0.077 -0.71 -5.151 -0.65 
PRIOROPT×LAGROA -3.612 -4.19*** -0.090 -0.33 -14.273 -2.54** 
BIGN×LAGROA 6.525 4.05*** 0.987 2.65*** 36.626 2.75*** 
PRIOROPT×FLEX 0.051 0.64 0.008 0.36 0.714 0.63 

Year indicators  Included  Included  Included 
Industry indicators  Included  Included  Included  
Adjusted R2  7.13%  5.09%  4.14% 
F-statistic  7.47***  8.72***  6.90*** 
N  11,971  11,971  11,916e 
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Table 6.3 continued 
   

MVEt-1 deflatorc 
 

TAt-1 deflatord 
First Quarter  

Forecast deflator 

Variableb  Coefficient t-statistics Coefficient t-statistics Coefficient t-statistics 

Panel C: Second WALKDOWN from first to second quarter 
Intercept  2.125 1.28 0.960 2.03** 43.479 1.63 
BIGN  -0.388 -2.97*** -0.104 -2.19** -3.199 -0.72 
FLEX  0.257 1.74* 0.125 2.98*** 1.221 0.29 
DACC  -3.237 -3.39*** -0.866 -5.54*** -46.240 -2.78*** 
SIZE  -0.188 -2.19** -0.068 -3.70*** -3.326 -6.75*** 
LAGROA  -12.312 -4.61*** -4.676 -2.36** -150.861 -1.30 
PRIOROPT  1.103 7.00*** 0.315 6.80*** 19.156 7.73*** 
OWNBANK -0.020 -5.39*** -0.007 -5.25*** -0.203 -2.12** 
OWNFORN 0.005 0.67 0.003 1.90* -0.079 -0.78 
BIGN×FLEX -0.080 -0.39 -0.065 -1.56 1.725 0.69 
FLEX×DACC -3.958 -3.15*** -1.470 -3.50*** -84.853 -2.20** 
PRIOROPT×LAGROA -13.035 -6.67*** -0.759 -0.76 -157.183 -3.44*** 
BIGN×LAGROA 11.900 5.32*** 3.891 2.59*** 64.837 0.57 
PRIOROPT×FLEX 0.088 0.39 0.028 0.43 11.877 2.46** 

Year indicators  Included  Included  Included 
Industry indicators  Included  Included  Included 
Adjusted R2  10.2%  10.8%  4.99% 
F-statistic  14.01***  21.29***  9.51*** 
N  11,969  11,969  11,913e 
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Table 6.3 continued 
   

MVEt-1 deflatorc 
 

TAt-1 deflatord 
Second Quarter 

Forecast deflator 

Variableb  Coefficient t-statistics Coefficient t-statistics Coefficient t-statistics 

Panel D: Third WALKDOWN from second to third quarter 
Intercept  2.971 2.70*** 0.884 4.20*** 38.091 2.40** 
BIGN  -0.318 -3.28*** -0.072 -1.86* 0.354 0.19 
FLEX  -0.133 -0.92 -0.015 -0.26 -4.839 -1.39 
DACC  -3.717 -1.82* -0.918 -1.78* -28.491 -1.87* 
SIZE  -0.061 -0.73 -0.025 -1.29 0.713 0.41 
LAGROA  -11.591 -4.30*** -0.256 -0.15 -70.231 -1.44 
PRIOROPT  0.437 1.62 0.167 1.71* 8.340 1.60 
OWNBANK -0.014 -9.60*** -0.003 -2.48** -0.126 -1.29 
OWNFORN -0.011 -1.11 -0.000 -0.08 -0.304 -1.68* 
BIGN×FLEX -0.017 -0.10 -0.035 -0.97 -2.841 -0.69 
FLEX×DACC -0.487 -0.38 -0.345 -0.98 20.868 0.41 
PRIOROPT×LAGROA -6.264 -3.27*** -3.135 -2.27** 2.948 0.05 
BIGN×LAGROA 11.235 3.87*** 2.981 2.46** 30.142 0.66 
PRIOROPT×FLEX -0.051 -0.30 0.010 0.26 8.150 1.79* 

Year indicators  Included  Included  Included 
Industry indicators  Included  Included  Included 
Adjusted R2  9.07%  8.52%  2.21% 
F-statistic  15.34***  17.51***  5.32*** 
N  11,977  11,977  11,921e 

 

a This table reports the coefficients and t-statistics (in parentheses) from the regressions of 
WALKDOWN in the four different periods on the four audit quality measures, accounting 
flexibility, and control variables. The t-statistics are obtained by estimating standard errors from 
two-way cluster in firm and year (Petersen, 2009). Outliers at or beyond the 1st and 99th 
percentiles of the distributions of all continuous response and explanatory variables are 
winsorised. 

b  Y equals WALKDOWN:  
Initial = (realised earnings - initial forecast earnings)t / MVEt-1 
First Quarter = (realised earnings - first quarter forecast earnings)t / MVEt-1 
Second Quarter = (realised earnings - second quarter forecast earnings)t / MVEt-1 
Third Quarter = (realised earnings - third quarter forecast earnings)t / MVEt-1 
Main variables of interest (BIGN and FLEX) and control variables: 
BIGN = 1 if the firm is audited by a Big N auditor at year t-1, otherwise 0 
FLEX = the net operating assets at year t-1 / the net sales at year t-1 

(industry adjusted by subtracting industry median of net 
operating assets) 

DACC = estimated using the modified Jones (1991) model (Dechow et al., 
1995) 

LAGROA = net income for year t-1 / total assets at t-1 year end 
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Table 6.3 continued 

SIZE = the natural logarithm of total assets year-end t 
PRIOROPT = 1 if the firm reports a negative earnings surprise at year t-1, 

otherwise 0 
OWNBANK = the percentage ownership interest of financial institutions 
OWNFORN = the percentage ownership interest of foreign investors 
Interaction variables:   
BIGN×FLEX = the interaction between BIGN and FLEX 
FLEX×DACC = the interaction  between FLEX and DACC 
PRIOROPT×LAGROA = the interaction between PRIOROPT and LAGROA 
BIGN×LAGROA = the interaction between BIGN and LAGROA 
PRIOROPT×FLEX = the interaction between PRIOROPT and FLEX 

c MVEi,t-1 is calculated by the number of shares outstanding multiplied by the closing share price at 
year t-1 

d TAi,t-1 is the total assets at t-1 year-end 
e When the percentage change of earnings forecasts is calculated (i.e., the deflator is the preceding 

forecasts), the sample size is smaller because a small number of firms in the sample issued zero 
forecasts. As the denominator cannot be zero, the percentage change for these firms cannot be 
calculated.   

* Significant at the 10 percent level (one-tailed test where a sign is predicted, otherwise two-tailed) 
** Significant at the 5 percent level (one-tailed test where a sign is predicted, otherwise two-tailed) 
*** Significant at the 1 percent level (one-tailed test where a sign is predicted, otherwise two-tailed) 
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6.4. Alternative measures of audit quality and accounting flexibility 

The main model uses four variables (BIGN, AIS1, AIS2, and AIS3) to measure the audit 

quality construct. Balsam, Krishnan, and Yang (2003) argue that there is no single variable that 

can accurately capture the audit quality construct. Therefore, the purpose of this section is to use 

factor analysis on several variables in order to collectively capture this construct. Two 

assumptions are made with respect to the variances: (1) the variance of each indicator variable is 

composed of variance associated with the latent construct, and variance specific to that indicator; 

and (2) the indicator specific variances are correlated across variables. 

The audit quality latent variable is estimated using principal components factoring (PCF). 

Standard heuristics (e.g., eigenvalues and Kaiser criterion) suggest the first factor as the measure 

of audit quality (AQ) (Torres-Reyna, 2012). The main model estimated using the OLS regression 

of equation (7) is re-specified by substituting X with AQ as the explanatory variable: 

Yi,t = α + β1AQi,t-1 + β2FLEXi,t-1 + β3DACCi,t + β4LAGROAi,t 
    (+)  (–)  (+)  (+) 
  + β5SIZEi,t + β6PRIOROPTi,t + β7OWNBANKi,t + β8OWNFORNi,t 
   (+)  (–)   
  + β9AQi,t-1×FLEXi,t-1 + β10FLEXi,t-1×DACCi,t   
   
  + β11PRIOROPTi,t×LAGROAi,t + β12AQi,t-1×LAGROAi,t 
   
  + β13PRIOROPTi,t×FLEXi,t-1 + ∑ γ𝑘

n
k=1 YEAR𝑘   + ∑ λk

n
k=1 INDUSTRYk   

        
  + ɛi,t  (12) 

 

Where: 

Yi,t  = the variables that measure the extent of earnings surprises, respectively (Initial, 
   First Quarter, Second Quarter, or Third Quarter EARNSURP). 
AQi,t-1 = the latent variable estimated by using factor analysis that capture audit quality.  
α, β1 to β13, ϒk, and λk are parameters of the model; and  
ɛ is the error term. 
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Becker, DeFond, Jiambalvo, and Subramanyam (1998) establish that audit quality and 

accounting flexibility are factors that influence a firm’s earnings management constraint. Thus, 

this thesis also carries out factor analysis of the audit quality and accounting flexibility variables 

to identify the earnings management constraint construct (EMCT). Using PCF and the standard 

heuristics, EMCT is identified. The main model estimated using the OLS regression of equation 

(7) is re-specified by substituting X and FLEX with EMCT as the explanatory variable: 

 

Yi,t = ϕ + ɑ1EMCTi,t-1 + ɑ2DACCi,t + ɑ3LAGROAi,t + ɑ4SIZEi,t 
    (+)   (+)  (+)  (+) 
  +  ɑ5PRIOROPTi,t + ɑ6OWNBANKi,t + ɑ7OWNFORNi,t 
   (–)     
  + ɑ8EMCTi,t-1×DACCi,t + ɑ9PRIOROPTi,t×LAGROAi,t 
   
  +  ɑ10EMCTi,t-1×LAGROAi,t + ɑ11PRIOROPTi,t×EMCTi,t-1 
   
  + ∑ γ𝑘

n
k=1 YEAR𝑘   + ∑ λk

n
k=1 INDUSTRYk   + ɛi,t (13) 

 

Where: 

Yi,t  = the variables that measure the extent of earnings surprises, respectively 
   (Initial, First Quarter, Second Quarter, or Third Quarter EARNSURP). 
EMCTi,t-1 = the latent variable estimated by using factor analysis that capture earnings 
   management constraint.  
α, β1 to β13, ϒk, and λk are parameters of the model; and  
ɛ is the error term. 

Table 6.4 presents the results of the OLS regressions of equations (12) and (13). Panel A 

presents the results for the OLS regressions of equations (12) and (13) using the Initial 

EARNSURP as the response variable. AQ is significantly positive (β1 = 0.005, p < 0.05), 

whereas FLEX is not significant. In addition, EMCT is significantly positive (β1 = 0.006,  
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 Table 6.4. 

Additional analysis of the four kinds of EARNSURP using alternative measures of audit 
quality and accounting flexibility 

 

Model:   Yi,t = α   +   β1AQi,t-1  +   β2FLEXi,t-1  +  β3DACCi,t  +  β4LAGROAi,t  +  β5SIZEi,t 

  +  β6PRIOROPTi,t  +  β7OWNBANKi,t  +  β8OWNFORNi,t   

  +  β9AQi,t-1×FLEXi,t-1  +  β10FLEXi,t-1×DACCi,t   
  +  β11PRIOROPTi,t×LAGROAi,t  +  β12AQi,t-1×LAGROAi,t  

  +  β13PRIOROPTi,t×FLEXi,t-1  +  ∑ γk
n
k=1 YEARk + ∑ λk

n
k=1 INDUSTRYk + ɛi,t  (12) 

Model:   Yi,t = ϕ   +   ɑ1EMCTi,t-1  +  ɑ2DACCi,t  +  ɑ3LAGROAi,t  +  ɑ4SIZEi,t +  ɑ5PRIOROPTi,t   
  +  ɑ6OWNBANKi,t  +  ɑ7OWNFORNi,t   +  ɑ8EMCTi,t-1×DACCi,t   
  +  ɑ9PRIOROPTi,t×LAGROAi,t  +  ɑ10EMCTi,t-1×LAGROAi,t  

  +  ɑ11PRIOROPTi,t×EMCTi,t-1  +  ∑ γk
n
k=1 YEARk + ∑ λk

n
k=1 INDUSTRYk + ɛi,t  (13) 

   
Audit quality 

Earnings  
management constraint 

Variableb  Coefficient t-statistics Coefficient t-statistics 

Panel A: Initial EARNSURP  

Intercept    -0.115 -3.94*** -0.111 -3.97*** 
AQ  +  0.005 2.53**   
FLEX  –  -0.005 -1.55   
EMCT  +    0.006 2.55*** 
DACC  +  0.113 3.05*** 0.117 3.20*** 
SIZE  +  0.004 2.10** 0.003 1.88* 
LAGROA  +  0.174 4.45*** 0.191 4.49*** 
PRIOROPT  –  -0.032 -7.34*** -0.032 -7.10*** 
OWNBANK    0.001 7.82*** 0.001 7.69*** 
OWNFORN    -0.000 -0.07 0.000 0.03 
AQ×FLEX    0.005 1.40   
AQ×LAGROA    -0.122 -2.11**   
PRIOROPT×FLEX    -0.008 -1.76*   
FLEX×DACC    0.098 2.47**   
PRIOROPT×LAGROA    0.526 8.32*** 0.518 7.64*** 
EMCT×DACC      -0.051 -3.55*** 
EMCT×LAGROA      -0.126 -2.19** 
PRIOROPT×EMCT      -0.001 -0.71 
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Table 6.4 continued 
      
   

Audit quality 
Earnings  

management constraint 

Variableb  Coefficient t-statistics Coefficient t-statistics 
      
Year indicators     Included  Included 
Industry indicators     Included  Included 
Adjusted R2     16.8%  16.7% 
F-statistic     38.29***  39.76*** 
N     16,140  16,140 

Panel B: First Quarter EARNSURP  

Intercept    -0.053 -1.43 -0.062 -1.83* 
AQ  +  0.005 4.18***   
FLEX  –  -0.003 -1.04   
EMCT  +    0.006 4.54*** 
DACC  +  0.119 3.03*** 0.123 3.24*** 
SIZE  +  0.004 1.75* 0.003 1.78* 
LAGROA  +  0.133 3.81*** 0.146 4.14*** 
PRIOROPT  –  -0.029 -6.54*** -0.029 -6.40*** 
OWNBANK    0.001 7.29*** 0.001 7.27*** 
OWNFORN    -0.000 -0.60 -0.000 -0.60 
AQ×FLEX    0.004 1.32   
AQ×LAGROA    -0.140 -3.28***   
PRIOROPT×FLEX    -0.004 -1.31   
FLEX×DACC    0.099 2.27**   
PRIOROPT×LAGROA    0.432 6.54*** 0.423 6.09*** 
EMCT×DACC      -0.034 -2.73*** 
EMCT×LAGROA      -0.145 -3.68*** 
PRIOROPT×EMCT      -0.001 -0.73 
Year indicators     Included  Included 
Industry indicators     Included  Included 
Adjusted R2     17.6%  17.5% 
F-statistic     27.59***  28.41*** 
N     11,971  11,971 
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Table 6.4 continued 
   

Audit quality 
Earnings  

management constraint 

Variableb  Coefficient t-statistics Coefficient t-statistics 

Panel C: Second Quarter EARNSURP  

Intercept    -0.030 -2.01** -0.028 -1.95* 
AQ  +  0.002 1.92*   
FLEX  –  -0.002 -1.14   
EMCT  +    0.002 1.80* 
DACC  +  0.065 2.66*** 0.065 2.72*** 
SIZE  +  0.001 1.74* 0.001 1.44 
LAGROA  +  0.112 3.63*** 0.120 3.90*** 
PRIOROPT  –  -0.017 -7.39*** -0.017 -7.22*** 
OWNBANK    0.000 7.17*** 0.000 7.61*** 
OWNFORN    0.000 0.17 0.000 0.28 
AQ×FLEX    0.003 1.55   
AQ×LAGROA    -0.050 -1.83*   
PRIOROPT×FLEX    -0.006 -2.76***   
FLEX×DACC    0.033 1.26   
PRIOROPT×LAGROA    0.283 4.70*** 0.280 4.46*** 
EMCT×DACC      -0.032 -3.37*** 
EMCT×LAGROA      -0.050 -1.95* 
PRIOROPT×EMCT      0.000 0.08 

Year indicators     Included  Included 
Industry indicators     Included  Included 
Adjusted R2     14.2%  14.2% 
F-statistic     28.95***  30.05*** 
N     16,138  16,138 
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Table 6.4 continued 
   

Audit quality 
Earnings  

management constraint 

Variableb  Coefficient t-statistics Coefficient t-statistics 

Panel D: Third Quarter EARNSURP  

Intercept    -0.015 -2.11** -0.013 -2.18** 
AQ  +  0.002 2.07**   
FLEX  –  -0.002 -1.76*   
EMCT  +    0.002 2.79*** 
DACC  +  0.036 4.06*** 0.038 4.45*** 
SIZE  +  0.001 2.31** 0.001 1.76* 
LAGROA  +  0.029 2.92*** 0.036 3.05*** 
PRIOROPT  –  -0.012 -7.53*** -0.012 -7.63*** 
OWNBANK    0.000 5.72*** 0.000 5.77*** 
OWNFORN    -0.000 -1.14 -0.000 -1.06 
AQ×FLEX    0.002 1.70*   
AQ×LAGROA    -0.032 -1.63   
PRIOROPT×FLEX    -0.006 -3.70***   
FLEX×DACC    0.044 2.39**   
PRIOROPT×LAGROA    0.171 3.17*** 0.169 3.02*** 
EMCT×DACC      -0.017 -2.16** 
EMCT×LAGROA      -0.035 -2.13** 
PRIOROPT×EMCT      -0.001 -0.38 

Year indicators     Included  Included 
Industry indicators     Included  Included 
Adjusted R2     7.7%  7.5% 
F-statistic     11.62***  11.70*** 
N     11,979  11,979 

 
a This table reports the coefficients and t-statistics from the regressions of the four kinds of 

EARNSURP on the four audit quality measures, accounting flexibility, and control variables. The 
t-statistics are obtained by estimating standard errors from two-way cluster in firm and year 
(Petersen, 2009). Outliers at or beyond the 1st and 99th percentiles of the distributions of all 
continuous response and explanatory variables are winsorised. 

b  Y equals EARNSURP:  
Initial = (realised - initial forecast earnings)t / deflatort-1 
First Quarter = (realised - first quarter revision forecast earnings)t / deflatort-1 
Second Quarter = (realised - second quarter revision forecast earnings)t / 

deflatort-1 
Third Quarter = (realised - third quarter revision forecast earnings)t / deflatort-1 
Main variables of interest (AQ and FLEX) and control variables: 
AQ = the latent variable estimated by using factor analysis that 

capture audit quality. 
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Table 6.4 continued 
   

FLEX = the net operating assets at year t-1 / the net sales at year t-1 
(industry adjusted by subtracting industry median of net 
operating assets) 

EMCT = the latent variable estimated by using factor analysis that 
capture earnings management constraint. 

DACC = estimated using the modified Jones (1991) model (Dechow et 
al., 1995) 

LAGROA = net income for year t-1 / total assets at t-1 year end 
SIZE = the natural logarithm of total assets year-end t 
PRIOROPT = 1 if the firm reports a negative earnings surprise at year t-1, 

otherwise 0 
OWNBANK = the percentage ownership interest of financial institutions 
OWNFORN = the percentage ownership interest of foreign investors 
Interaction variables: 
AQ×FLEX = the interaction between AQ and FLEX 
FLEX×DACC = the interaction  between FLEX and DACC 
PRIOROPT×LAGROA = the interaction between PRIOROPT and LAGROA 
AQ×LAGROA = the interaction between AQ and LAGROA 
PRIOROPT×FLEX = the interaction between PRIOROPT and FLEX 
EMCT×DACC = the interaction between EMCT and FLEX 
EMCT×LAGROA = the interaction between EMCT and LAGROA 

* Significant at the 10 percent level (one-tailed test where a sign is predicted, otherwise two-tailed) 
** Significant at the 5 percent level (one-tailed test where a sign is predicted, otherwise two-tailed) 
*** Significant at the 1 percent level (one-tailed test where a sign is predicted, otherwise two-tailed) 
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p < 0.01), suggesting that managers of firms with high EMCT at year t-1 tend to report positive 

earnings surprises for year t. The interaction between EMCT and DACC, EMCT×DACC, is 

significantly negative (ɑ8 = -0.051, p < 0.01), indicating that when upward earnings management 

is constrained, firms are more likely to report more negative earnings surprises. 

Panels B to D present the results for the OLS regressions of equations (12) and (13) using 

the remaining EARNSURP (first, second and third quarters, respectively). The results are 

generally consistent with panel A.  

 

6.5. Forecast accuracy 

The objective of this additional analysis is to examine the accuracy of management 

earnings forecasts. Prior studies commonly perform regression of absolute forecast errors on the 

determinants of forecast accuracy (Davidson and Neu, 1993; Clarkson, 2000). Forecast errors are 

calculated by taking the difference between realised and forecast earnings. A negative (positive) 

coefficient implies smaller (larger) absolute forecast errors, which in turn, indicates the earnings 

forecasts are more (less) accurate (Davidson and Neu, 1993).  

Table 6.5 presents the results of the OLS regression of equation (14), where the response 

variable is the absolute EARNSURP (initial, and first, second and third quarters, respectively). 

For regressions (a) through (d), BIGN is significantly negative (β1 = -0.008, p < 0.05; -0.008, p < 

0.01; -0.004, p < 0.05; and -0.003, p < 0.05, respectively), indicating that firms of higher audit 

quality at year t-1 are associated with more accurate management earnings forecasts for year t. 

FLEX is significantly positive across all the regressions (β2 = 0.014, p < 0.05; 0.008, p < 0.05;  

-0.008, p < 0.10; and 0.005, p < 0.10, respectively), indicating that firms with lower accounting 

flexibility at year t-1 are associated with less accurate management earnings forecasts for year t.  



188 
 

Table 6.5. 

Additional analysis of the accuracy of management earnings forecastsa 
 

Model:   ∣Yi,t∣ = α   +   β1BIGNi,t-1  +   β2FLEXi,t-1  +  β3DACCi,t  +  β4LAGROAi,t  +  β5SIZEi,t 
  +  β6PRIOROPTi,t  +  β7OWNBANKi,t  +  β8OWNFORNi,t  +  β9BIGNi,t-1×FLEXi,t-1   

  +  β10FLEXi,t-1×DACCi,t  +  β11PRIOROPTi,t×LAGROAi,t  +  β12BIGNi,t-1×LAGROAi,t 
   +  β13PRIOROPTi,t×FLEXi,t-1  +  ∑ γk

n
k=1 YEARk + ∑ λk

n
k=1 INDUSTRYk + ɛi,t  (14) 

 

Variableb  (a) (b) (c) (d) 

Intercept    0.128 0.057 0.052 0.038 
    (5.58)*** (1.58) (3.72)*** (5.12)*** 
BIGN    -0.008 -0.008 -0.004 -0.003 
    (-2.40)** (-2.66)*** (-2.00)** (-2.17)** 
FLEX    0.014 0.008 0.008 0.005 
    (2.08)** (2.07)** (1.89)* (1.80)* 
DACC    -0.090 -0.093 -0.048 -0.026 
    (-2.58)*** (-2.51)** (-2.01)** (-3.90)*** 
SIZE    -0.004 -0.004 -0.002 -0.002 
    (-2.97)*** (-2.93)*** (-2.95)*** (-6.60)*** 
LAGROA    -0.452 -0.438 -0.267 -0.170 
    (-6.27)*** (-9.81)*** (-5.51)*** (-7.88)*** 
PRIOROPT    0.025 0.022 0.014 0.008 
    (5.73)*** (5.98)*** (5.28)*** (5.82)*** 
OWNBANK    -0.001 -0.001 -0.001 -0.000 
    (-7.34)*** (-6.20)*** (-7.10)*** (-5.24)*** 
OWNFORN    -0.000 -0.000 -0.000 -0.000 
    (-0.66) (-0.23) (-1.52) (-1.53) 
BIGN×FLEX    -0.016 -0.012 -0.011 -0.007 
    (-1.86)* (-1.70)* (-2.04)** (-2.02)** 
FLEX×DACC    -0.106 -0.111 -0.048 -0.048 
    (-3.01)*** (-2.98)*** (-1.97)** (-2.28)** 
PRIOROPT×LAGROA    -0.619 -0.519 -0.342 -0.220 
    (-12.28)*** (-10.71)*** (-10.16)*** (-12.51)*** 
BIGN×LAGROA    0.253 0.252 0.110 0.074 
    (2.93)*** (4.18)*** (2.51)** (2.39)** 
PRIOROPT×FLEX    0.003 -0.002 0.004 0.002 
    (0.66) (-0.44) (1.06) (0.75) 

     
 
 

   

 
 



189 
 

Table 6.5 continued 
 

Variableb  (a) (b) (c) (d) 

Year indicators     Included  Included  Included  Included 
Industry indicators     Included  Included  Included  Included 
Adjusted R2     20.6%  23.4%  19.2%  17.5% 
F-statistic     45.26***  35.69***  40.26***  29.49*** 
N     16,140  11,971  16,138  11,979 

 
a This table reports the coefficients and t-statistics (in parentheses) from the regressions of the four 

kinds of EARNSURP on the four audit quality measures, accounting flexibility, and control 
variables. The t-statistics are obtained by estimating standard errors from two-way cluster in firm 
and year (Petersen, 2009). Outliers at or beyond the 1st and 99th percentiles of the distributions of 
all continuous response and explanatory variables are winsorised. 

b  |Y| equals absolute Initial, First, Second, and Third Quarter EARNSURP  
Main variables of interest (BIGN and FLEX) and control variables: 
BIGN = 1 if the firm is audited by a Big N auditor at year t-1, otherwise 0 
FLEX = the net operating assets at year t-1 / the net sales at year t-1 

(industry adjusted by subtracting industry median of net 
operating assets) 

DACC = estimated using the modified Jones (1991) model (Dechow et al., 
1995) 

LAGROA = net income for year t-1 / total assets at t-1 year end 
SIZE = the natural logarithm of total assets year-end t 
PRIOROPT = 1 if the firm reports a negative earnings surprise at year t-1, 

otherwise 0 
OWNBANK = the percentage ownership interest of financial institutions 
OWNFORN = the percentage ownership interest of foreign investors 
Interaction variables: 
BIGN×FLEX = the interaction between BIGN and FLEX 
FLEX×DACC = the interaction  between FLEX and DACC 
PRIOROPT×LAGROA = the interaction between PRIOROPT and LAGROA 
BIGN×LAGROA = the interaction between BIGN and LAGROA 
PRIOROPT×FLEX = the interaction between PRIOROPT and FLEX 

* Significant at the 10 percent level (one-tailed test where a sign is predicted, otherwise two-tailed) 
** Significant at the 5 percent level (one-tailed test where a sign is predicted, otherwise two-tailed) 
*** Significant at the 1 percent level (one-tailed test where a sign is predicted, otherwise two-tailed)  
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6.6. Auditor switches 

Several studies establish that audit quality can be captured by firms switching their 

auditors (Deis, Giroux and Giroux, 1996; DeFond and Subramanyam, 1998; Daniels and Booker, 

2011; Huang, Raghunandan, Huang, and Chiou, 2015). Using a sample of 503 firms that 

switched auditors during the period 1990-1993, DeFond and Subramanyam (1998) ascertain that 

discretionary accruals are significantly income decreasing during the last year before the 

predecessor auditor. However, they ascertain that, after controlling for financial distress, 

discretionary accruals are generally insignificant during the first year with the successor auditor. 

The objective of the final additional analysis is to investigate whether auditor switches at year t-1 

influence firms to report less negative earnings surprises for year t.  

The auditor switch variable, ΔAQi,t-1, is included in the model as an explanatory variable 

(the main variable of interest). Specifically, the model considers two types of auditor switches. 

First, ΔAQi,t-1 takes the value of 1 if firm i switches the auditor at year t-1 (regardless of the 

quality of the auditor), and 0 otherwise (Auditor Switch #1). Therefore, this is a binary variable. 

Second, ΔAQi,t-1 is an ordinal variable coded as follows: (1) ΔAQi,t-1 takes the value of -1 if firm 

i switches from a higher to a lower-quality auditor at year t-1 (i.e., Big N to non-Big N); (2) 

ΔAQi,t-1 takes  the value of 0  if firm i stays with the auditor at year t-1; and (3) ΔAQi,t-1 takes the 

value of 1 if firm i switches from a lower to a higher-quality auditor at year t-1 (i.e., non-Big N 

to Big N) (Auditor Switch #2).  

Table 6.6 presents the results of the OLS regression of equation (15). With respect to 

Auditor Switch #1, the ΔAQ is significantly negative (β1 = -0.027, p < 0.05), indicating that 

firms that switch auditors at year t-1 tend to report more negative earnings surprises for year t. 

However, for Auditor Switch #2, the ΔAQ is positively significant (β1 = 0.018, p < 0.01), 
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indicating that firms which switch from lower to higher-quality auditors (i.e., a switch from non-

Big N to Big N) are more likely to report less negative earnings surprises for year t, consistent 

with hypothesis 1. Under both types of auditor switches, FLEX is insignificant.  

 

6.7. Summary 

This chapter presents additional analyses for the purpose of ascertaining whether the 

main results in chapter 5 are robust to alternative specifications. These additional analyses 

address five issues: (1) the presence of self-selection bias; (2) alternative deflators for the 

response variables; (3) alternative measures of audit quality and accounting flexibility; (4) the 

accuracy of management earnings forecasts; and (5) the effect of auditor switches. 

The additional analyses yield a number of interesting insights. First, using the Heckman 

(1979) procedure, the results reveal that self-selection bias is present, but after controlling for 

this bias, BIGN and FLEX remain significant in the expected sign. However, AIS3 contradicts 

the expected sign and significant. Second, using alternative deflators can affect the main results. 

Third, the analyses using the alternative measures of audit quality and accounting flexibility 

provide evidence consistent with the main results. Fourth, managers of firms audited by higher-

quality auditors at year t-1 are more likely to issue more accurate earnings forecasts for year t. 

However, managers of firms with lower accounting flexibility at year t-1 are more likely to issue 

less accurate earnings forecasts for year t. Fifth, firms that switch from lower-quality to higher-

quality auditors at year t-1 are more likely to report less negative earnings surprises for year t.  

Overall, these robustness tests provide results consistent with the main results in chapter 

5 and generally support hypotheses 1 and 2. 
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TABLE 6.6. 
 

Additional analysis of the effect of auditor switchesa 

 

Model:   Yi,t = α   +   β1 ΔAQi,t-1  +   β2FLEXi,t-1  +  β3DACCi,t  +  β4LAGROAi,t  +  β5SIZEi,t 
  +  β6PRIOROPTi,t  +  β7OWNBANKi,t  +  β8OWNFORNi,t  +  β9ΔAQi,t-1×FLEXi,t-1   

  +  β10FLEXi,t-1×DACCi,t  +  β11PRIOROPTi,t×LAGROAi,t  +  β12 ΔAQi,t-1×LAGROAi,t 
  +  β13PRIOROPTi,t×FLEXi,t-1  +  ∑ γk

n
k=1 YEARk + ∑ λk

n
k=1 INDUSTRYk  +  ɛi,t (15) 

 
  Auditor Switch #1c Auditor Switch #2d 
Variable    Coefficient  t-statistics  Coefficient  t-statistics 
Intercept -0.130 -4.09*** -0.130 -4.01*** 
ΔAQ  -0.027 -2.54** 0.018 2.93*** 
FLEX -0.003 -1.10 -0.003 -0.95 
DACC 0.135 3.19*** 0.134 3.15*** 
SIZE 0.005 2.07** 0.005 2.02** 
LAG_ROA 0.133 2.72*** 0.160 2.93*** 
PRIOROPT -0.033 -8.11*** -0.033 -8.12*** 
OWNBANK 0.001 7.36*** 0.001 7.35*** 
OWNFORN -0.000 -0.23 -0.000 -0.20 
ΔAQ×FLEX 0.004 0.31 -0.006 -0.70 
ΔAQ×LAG_ROA 0.565 2.47** -0.430 -2.54** 
PRIOROPT×FLEX -0.013 -3.40*** -0.013 -3.17*** 
PRIOROPT×LAG_ROA 0.592 10.34*** 0.587 10.25*** 
FLEX×DACC 0.103 2.12** 0.105 2.15** 
Year indicators Included  Included  
Industry indicators Included  Included  
Adjusted R2  0.181   0.180  
F-statistic  36.48***   36.41***  
N  14,134   14,134  

 
a This table reports the coefficients and t-statistics (in parentheses) from the regressions of Initial 

EARNSURP on two types of auditor switching, accounting flexibility, and control variables. The 
t-statistics are obtained by estimating standard errors from two-way cluster in firm and year 
(Petersen, 2009). Outliers at or beyond the 1st and 99th percentiles of the distributions of all 
continuous response and explanatory variables are winsorised. 

b  Y equals Initial EARNSURP.  
ΔAQ = indicator variable for firms that switch auditors at year t-1 
FLEX = the net operating assets at year t-1 / the net sales at year t-1 

(industry adjusted by subtracting industry median of net 
operating assets) 

DACC = estimated using the modified Jones (1991) model (Dechow et al., 
1995) 

LAGROA = net income for year t-1 / total assets at t-1 year end 
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Table 6.6 continued 
 

SIZE = the natural logarithm of total assets year-end t 
PRIOROPT = 1 if the firm reports a negative earnings surprise at year t-1, 

otherwise 0 
OWNBANK = the percentage ownership interest of financial institutions 
OWNFORN = the percentage ownership interest of foreign investors 
ΔAQ×FLEX = the interaction between BIGN and FLEX 
FLEX×DACC = the interaction  between FLEX and DACC 
PRIOROPT×LAGROA = the interaction between PRIOROPT and LAGROA 
ΔAQ×LAGROA = the interaction between BIGN and LAGROA 
PRIOROPT×FLEX = the interaction between PRIOROPT and FLEX 

c Under Auditor Switch #1, ΔAQ is an indicator variable, which equals 1 if firms made an auditor 
switch at year t-1 regardless of which the auditor type to which the switch is made, 0 otherwise. 

d Under Auditor switch #2, ΔAQ is an ordinal variable, which is coded as follows: 
  ΔAQ equals -1 if firms switch from Big N to non-Big N auditors at year t-1; 
  ΔAQ equals 0 if firms stay with the same auditors at year t-1; and 
  ΔAQ equals 1 if firms switch from non-Big N to Big N auditors at year t-1. 
* Significant at the 10 percent level (one-tailed test where a sign is predicted, otherwise two-tailed) 
** Significant at the 5 percent level (one-tailed test where a sign is predicted, otherwise two-tailed) 
*** Significant at the 1 percent level (one-tailed test where a sign is predicted, otherwise two-tailed)  
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CHAPTER 7 

CONCLUDING REMARKS 

 

7.1. Overview 

This thesis examines the effect of earnings management constraints at year t-1 on 

managers’ incentive to report less negative earnings surprises for year t. To achieve this 

incentive, managers can use two techniques: (1) upward earnings management (to make realised 

earnings to be greater than forecast earnings); and (2) downward earnings expectation 

adjustments (to make forecast earnings to be lower than realised earnings). The rationale used to 

develop the hypotheses for this thesis is as follows. When there are higher constraints on 

earnings management at year t-1, managers are hypothesised to be more reluctant to use upward 

earnings management to report less negative earnings surprises for year t (technique 1). Instead, 

these managers would be more willing to use downward earnings expectation adjustments to 

report less negative earnings surprises for year t (technique 2).   

This thesis proposes that audit quality and accounting flexibility at year t-1 are the factors 

that constrain upward earnings management, and thereby inducing the managers to use 

downward earnings expectation adjustments as an alternative technique to report less negative 

earnings surprises for year t. In particular, two hypotheses are developed. Hypothesis 1 states 

that ceteris paribus, firms with higher-quality auditors at year t-1 are more likely to use 

downward earnings expectation adjustments in order to report less negative earnings surprises 

for year t. Hypothesis 2 states that ceteris paribus, firms with lower accounting flexibility for 

year t-1 are more likely to use downward earnings expectation adjustments in order to report less 

negative earnings surprises for year t. 
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7.2. Summary of results 

The thesis tests the hypotheses in the period 2000-2010. To measure earnings surprises, 

the difference between realised and forecast earnings is taken. As there are four types of forecast 

earnings corresponding to the annual and interim earnings announcements, four kinds of 

earnings surprises (i.e., initial, and first, second and third quarters) are calculated (16,140, 11,971, 

16,138, and 11,979 firm-year observations, respectively). Following Brown and Pinello (2007), 

the measure of downward earnings expectation adjustments is the percentage changes in forecast 

revisions deflated by lagged market value of equity. This measure is calculated for four distinct 

periods of year t: (1) between the initial earnings forecasts and third quarter forecast revisions 

(Overall) (11,979 firm-year observations); (2) between the initial earnings forecasts and first 

quarter forecast revisions (First) (11,971 firm-year observations); (3) between the first and 

second quarter forecast revisions (Second) (11,969 firm-year observations); and (4) between the 

second and third forecast revisions (Third) (11,977 firm-year observations). Audit quality is 

captured by audit firm size and auditor industry specialisation, while accounting flexibility is 

measured by the beginning balance of net operating assets relative to sales following Barton and 

Simko (2002).  

Univariate analyses (using two sample tests) are performed to obtain preliminary insights 

into the following relationships: (1) between earnings surprises, audit quality and accounting 

flexibility; and (2) between downward earnings expectation adjustments, audit quality and 

accounting flexibility. The analyses reveal that firms in Japan report negative earnings surprises, 

on average, regardless of the audit quality and accounting flexibility at year t-1. However, firms 

with higher-quality auditors at year t-1 report less negative earnings surprises than firms with 

lower-quality auditors, while firms with lower accounting flexibility at year t-1 report less 



196 
 

negative earnings surprises than firms with higher accounting flexibility. The univariate analyses 

also reveal that while firms in Japan use downward earnings expectation adjustments on average, 

the magnitude of such adjustments is lower for firms with higher audit quality and lower 

accounting flexibility at year t-1. Overall, the univariate analyses provide some evidence to 

support hypotheses 1 and 2. 

To empirically test the hypotheses, the OLS regressions of response variables measuring 

earnings surprises and downward earnings expectation adjustments on variables measuring audit 

quality and accounting flexibility are performed. After controlling for other factors that influence 

earnings surprises (namely, earnings management, prior performance in profitability, firm size, 

prior forecast optimism, corporate governance), the OLS regressions of earnings surprises show 

that the relationship between audit quality and the four kinds of earnings surprises is significantly 

positive, consistent with hypothesis 1. These results imply that firms with higher audit quality at 

year t-1 are more likely to report less negative earnings surprises for year t. The results also show 

that, consistent with hypothesis 2, firms with lower accounting flexibility at year t-1 are more 

likely to report less negative earnings surprises for year t (i.e., a negative relationship). With 

respect to the OLS regression of downward earnings expectation adjustments, the results confirm 

that managers of firms in Japan adjust their earnings expectation downward. However, the 

magnitude of the downward adjustments is smaller for firms with higher-quality auditors and 

lower accounting flexibility at year t-1. 

Additional sensitivity analyses yield several interesting insights: (1) using the Heckman 

(1979) procedure, the results reveal that after controlling for this bias in the regression, BIGN 

and FLEX remain significant in the expected sign. However, AIS3 is significantly negative; (2) 

using alternative deflators do not affect the main results in general; (3) using alternative 
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measures of audit quality and accounting flexibility confirm the main results; (4) audit quality 

and accounting flexibility at year t-1 is positively related to the accuracy of management 

earnings forecasts for year t; and (5) firms that change to higher-quality auditors at year t-1 are 

more likely to report less negative earnings surprises for year t. 

 

7.3. Caveats, contributions and avenues for future research 

Overall, the evidence presented in this thesis supports the conclusion that firms with 

higher earnings management constraints at the beginning of the year are more likely to report 

less negative earnings surprises at the end of the year, by using downward earnings expectation 

adjustments. However, caution must be taken when interpreting the evidence as there are several 

research design caveats. These caveats include the following: 

(1) While plausible justifications are provided in chapter 3, the use of management earnings 

forecasts, instead of analysts’ earnings forecasts, to calculate earnings surprises may have 

negative implications for the results. The concern relates to the fact that both elements for 

calculating earnings surprises (i.e., forecast and realised earnings) are entirely determined 

by the managers, which raises the question of endogeneity bias. 

(2) A threat to construct validity may exist with the use of the beginning balance of net 

operating assets to sales to capture accounting flexibility. The threat arises because 

several critics have argued (e.g., DeFond, 2002) that the measure may not be capturing 

what it is designed to capture (i.e., earnings management constraint). While this thesis 

has taken steps to improve this measure based on the recommendations provided in prior 

studies, such a threat may still exist. 
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(3) The sample only comprises of periodic management earnings forecasts (i.e., annual and 

the three quarters of the year). By not including non-periodic management earnings 

forecasts (i.e., forecasts that are issued outside of the annual and interim earnings 

announcements), gaining a more in-depth insight into managers’ forecasting behaviour 

could have been forgone. 

(4) This thesis does not consider real activities manipulation as an alternative to report less 

negative earnings surprises. Chapter 2 discusses the reasons that justify this decision. 

Despite these caveats, this thesis has contributed to the accounting literature in a number 

of ways. First, it examines the determinants of the earnings surprises arising from management 

earnings forecasts using a unique institutional setting, Japan, where nearly all managers provide 

the forecasts. This unique feature is essential for understanding management earnings forecasts, 

because most related studies commonly examine why managers issue earnings forecasts (e.g., 

Penman, 1980). As a result, the choices that managers make after they have decided to issue 

earnings forecasts are much less understood. Further, the unique forecasting setting in Japan 

provides the opportunity to empirically test management earnings forecasts under the condition 

in which the information content within the forecasts is controlled. Such an empirical test can 

limit the effect of self-selection bias on the results.  

Second, this thesis has improved the understanding of the role of external auditors for the 

capital markets in Japan. Due to the “main bank” system, where large influential banks dominate 

corporate governance in Japan (Numata and Takeda, 2010), the role of external auditors has 

received less attention from corporate governance advocates in Japan. Given the need for 

understanding the role of external auditors in Japan is less required, auditing research in Japan 

commonly uses a crude measure (namely the dichotomous Big N variable) to capture audit 
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quality in Japan. This thesis contributes in this regard by proposing alternative measures to 

capture audit quality in Japan. Further, it demonstrates that the role of external auditors is 

important for the capital markets in Japan by having an influence on the quality of management 

earnings forecasts. 

This thesis also identifies two avenues that would benefit from future research. First, 

researchers could examine management earnings forecasts in Japan using a more recent sample 

period than the sample period used in this thesis. Recently, a few major accounting scandals, 

such as, the Olympus scandal of 2011 and the Toshiba scandal of 2015 have occurred, which 

may have profoundly impacted the corporate disclosures, external auditors and corporate 

governance in Japan. Using a sample that encompasses these major accounting scandals may 

improve the understanding about the implications of failures in corporate governance for 

management earnings forecasts. 

The second avenue for future research relates to the implications of the insider trading 

regulation for management earnings forecasts in Japan. Herrmann, Inoue, and Thomas (2003) 

suggest that the insider trading regulation in Japan explains why managers have incentives to 

avoid reporting large earnings surprises. Specifically, the regulation stipulates that if a firm’s 

forecast earnings differ from its reported earnings by 30% or more, then any trading of the firm’s 

stock by related parties (either before the earnings announcement or before a forecast revision) is 

considered to be insider trading. Researchers could carry out empirical tests that directly examine 

the effect of this regulation on managers’ forecasting behaviour. In particular, researchers could 

investigate whether there has been a fundamental shift in the bias and accuracy of management 

earnings forecasts following the implementation of the regime. Furthermore, researchers could 

investigate whether external auditors facilitate this shift.  
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The results of this thesis have some important implications from a practical perspective 

and may be of interest to regulators and standards-setters. The question – “should external 

auditors be required to provide audit-level assurance of earnings forecasts provided by firms’ 

managers?” has always been a controversial issue to address by regulators and standards-setters. 

Overall, regulators and standards-setters around the world have taken the stance of not 

intervening by requiring external auditors to verify whether the information provided in 

management earnings forecasts is biased. This thesis has empirically investigated this stance. 

While prior studies have provided evidence that audited management earnings forecasts 

are less biased than unaudited management earnings forecasts (e.g., McConomy, 1998), these 

studies are normally carried out in a setting where the provision of management earnings 

forecasts is voluntary. In a unique system, such as, Japan, where management earnings forecasts 

are effectively mandated, requiring management earnings forecasts to be audited may upset this 

system. This is because managers may become apprehensive about providing earnings forecasts 

in order to avoid auditors’ scrutiny. A consequence of this may be that managers may be 

significantly discouraged to provide earnings forecasts in the future. Furthermore, the 

information asymmetry between firms’ managers and outside parties would be expected to 

increase, which may in turn have an adverse impact on the capital markets. 

Therefore, a delicate trade off exists that regulators and standard-setters would need to 

carefully consider – that is, do the regulators and standards-setters see the quality of management 

earnings forecasts more important, or is the provision of the forecasts more important? If they 

see the latter to be more important, then requiring management earnings forecasts to be audited 

may not be a good idea. Nonetheless, the regulators and standards-setters can be assured by the 

findings of this thesis that the quality of management earnings forecasts, without auditors’ 
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intervention, can still be high – an assurance that may downgrade any urgency for requiring 

management earnings forecasts to be audited in Japan. 
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