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Abstract

This study investigates the effect of the use of income smoothing on the firm value of public listed companies in the countries Netherlands, Germany, France, Sweden and the United Kingdom. Income smoothing is qualified as reducing the variability in the reported earnings within the accounting standards and is detecting by the variability model of Eckel. Managers have several incentives to smooth their reported incomes, for example to maximize their compensation bonus. 

The results in this study show that there is no relation exists between the use of income smoothing and the firm value. However, when earnings quality is taken into account a positive effect exist on the firm value, regarding to the firms who is smoothing their income. Concerning the legal system as an additional variable, the empirical test presents evidence, that the smoothers group in the code law countries will provide a higher firm value. In contrast, the companies in the common law countries who use income smoothing will not have an impact on the firm value.  
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1. 
Introduction

1.1  
Background

One of the purposes of financial reporting is providing information about the financial numbers and about the performance of the company to stakeholders, like shareholders, investors, government and others parties. This information is mainly relevant for the economic decisions by the stakeholders. When a company in a year realized low earnings, the management of the company may use one of the most practice methods to ‘cook’ the balance sheet: earnings management. 
Earnings management is characterized by the concept of flexibility. Earnings management uses the flexibility that is created by the accounting regulators to manipulate earnings within the opportunities that are offered by the accounting standards. This result in the situation that the management of the company does not report the actual earnings that have been occurred in a certain period. Because critics state that shareholders and other external parties are misled by the management about the actual financial situation of the company, this manipulating aspect of the use of earnings management create a doubtful view about whether earnings management is ethically justified. Nevertheless, also advantages exist when using earnings management. This is about the informativeness of the reporting of the current and the past earnings that will provide information about the future earnings. Therefore, the users of the financial information will base their decisions on the future information, this is particularly important for investors. When investors have sufficient trustfully information, it will be more attractive to make an investment in the company. Based on that kind of information their trust in the company will grow. Besides this aspect, sufficient trustfully information in addition may be able to increase the firm’s value. 
Different ways exist to manipulate earnings. Income smoothing is a particularly form of earnings management and by Ronen and Sadan (1981, pp.6) is defined as ‘’ dampening the fluctuations in the series of reported earnings by inflating low earnings and deflating high earnings’’.  To realize smooth earnings during the years, the consequence is that the management of a company in bad times will prefer high earnings and in good times will prefer low earnings. An incentive to smooth income is that managers have the vision that if the earnings are steadily growing the investors will expect that this growth will be continued, and based on that development the investors have more confidence in the company and will invest in the company. 

Especially regulators often criticize smoothing your income, in that case, it does not give a representative view about the actual pattern that earnings follow during a certain period. When you transfer certain revenues or expenses to other periods in order to let your income get less volatile, you may indeed think that shareholders are ‘misled’.  They base their decisions to invest in a certain company by looking at past and current earnings. Income smoothing becomes dangerous when the limit of transferring earnings has been reached and the whole thing collapses. Consequence is that shareholders will be seriously financially harmed. Critics mostly emphasize these points when reviewing income smoothing. Because of the popularity of income smoothing by many companies and the divergence of the views about its usefulness, in this paper income smoothing will be the main theme. 

However, against this negative view about income smoothing there is one important argument that is in favour of income smoothing: ‘informativeness’. Zarowin (2002, pp. 2) uses the following definition: “Stock price informativeness is defined as the amount of information about future earnings or future cash flows that is reflected in the current period stock return’’.  In other words, the ability of investors to abstract information about future earnings out of current stock returns. When firms report their true earnings, which in general will be more volatile, it is more difficult for shareholders to determine future performance, especially on the short term. When incomes are smooth, it is better to be able to use short-term expectations for estimating longer-term performances of firms.
Focusing on income smoothing many scientific studies exist. This final paper wills focusing on the positive perspective of income smoothing for the investors and for the management of companies. The results of researches of Subramanyam (1996), and Hunt et al. (2000) have shown that using income smoothing has a positive effect on the informativeness. 

Prior scientific research focusing on the relation between income smoothing and firm value has shown different results. Michelson et al. (1995) concluded that income smoothing would not lead to a higher firm value. Five years later Michelson et al. (2000) have performed the same investigation on the relation between income smoothing and firm value and their conclusion is that a relation exists between income smoothing and firm value. The difference with the first study is that in this case the returns are risk adjusted. Hence, the ´risk´ factor has been eliminated. In connection with the previous two opposite conclusions from two empirical studies, Bao & Bao (2004) also executed research to this topic but with a different approach. Bao & Bao (2004) found that taking earnings quality into account income smoothing would lead to a higher firm value. Therefore is it interesting to investigate whether income smoothing really has an influence on the firm value.  

1.2 
Objectives

The purpose of this final paper is to ignore the ethical aspect of income smoothing and focusing on the relation between income smoothing and the firm value, taking the earnings quality into account. As a basis for the empirical part in this research, the study of Bao & Bao 2004 will be used. Their sample consists only of American companies. Presently, the influence of income smoothing on the firm value for European companies is unknown. It is therefore interesting to investigate the relation between income smoothing and firm value for companies in European countries. The sample of this study will only contain the stock exchange quoted companies in the European Union. The members of the European Union that include in the sample are France, Germany, Sweden and the Netherlands (code law countries) and England, Wales, Ireland and Northern Ireland (common law countries). The sample period will be from 2000- 2007. 

1.3 
Research question

The research question for this final paper will be as follow: 

 ‘’Does the use of income smoothing lead to a higher firm value?’’

To answer the research question the next sub questions need to be answered:
What is the content of financial accounting and what is the content of the firm value?

What is the content of the term ‘earnings management?’
What is the content of the term ‘income smoothing?’

What is the relation between income smoothing and firm value?

1.4 
Methodology
This section will provide the methodology that will be used in this study. First, before the research questions will be answered, information is providing from other literature or literature study to explain the content of the term ‘earnings management’, ‘income smoothing’ and ‘firm value’. Besides, prior researches have been studied to give a prediction about the research question whether the use of income smoothing will lead to a higher firm value.  After that, a research design is developed to test the relation between the use of income smoothing and the firm value. Before, this relation will be investigated, two steps must be first performed. Firstly, the distinction between smoothers and non- smoothers will be made by using the variability model of Eckel (1981). A firm will be defined as a smoother when the following criterion has been attained: the coefficient of variation for the change in sales must be greater then the coefficient of variation of the change in income. Then the classifying of firms into high and low earnings quality firm will be commented. This will be performing by using the approach of Sloan (1996). Bao & Bao (2004) state a firm with high earnings quality has a cash flow content of the earnings that is higher then the mean cash flow of the earnings for the total sample. Finally, the research question: ‘’Does the use of income smoothing lead to a higher firm value?’’, will be investigated with a multiple regression model. This multiple regression model examines the relation between the dependent variable, the share prices (firm value) and a set of explanatory variables, such as the firm size. Three hypotheses have been developed to support the answering of the research question. The first hypothesis will test the impact of income smoothing on the firm value. The second hypothesis will also test the same, however the variable ‘earnings quality’ will be adding to the regression equation. Will this lead to another result, by adding earnings quality, then the result of hypothesis one. The last hypothesis will also test the relation between income smoothing and firm value. In this hypothesis, the focus is on the addition of the variable ‘legal system’. Will the use of income smoothing from a firm in a code law country, lead to a higher firm value? 
1.5 
Limitations
Before starting this research on the effect of income smoothing on the firm value, it is important to realize that, as almost every empirical research, this research has to deal with a number of limitations. This section will provide a few limitations of this study.

This study wills only focusing on income smoothing. Income smoothing is a particular form of earnings management. However, there are many more forms of earnings management, like big bath accounting, creative accounting etc. The other forms of earnings management will not be a part of this research. Therefore, this research will only investigate the relation between income smoothing and firm value. 
Further, the firm value in this study is measured by the stock price, however other methods exist for measuring the firm value. For example, valuation that is based on the dividend payment of the shareholder or the Economic value added (EVA) method.  Measuring with another method may lead to other results. 
The sample that is selected will only include public firms of the European companies for the states: France, Germany, Sweden, the Netherlands, England, Wales, Ireland and North- Ireland. The financial companies have been eliminating. If the sample is including the financial companies, maybe this will lead to another conclusion for the relation between the use of income smoothing and the firm value. 

This research is only representative for public companies in the European Union and not for generalizing for the all the companies in the European Union. 
At last, this study is only investigating on one positive element of the use of income smoothing and the perspective of informativeness in this research excluded. It is possible that income smoothing has another influence on firm value taken the informativeness into account. Besides the negative perspective of income smoothing is also not count in. Therefore, the result of this study is aim at the firm self and indirect for the investors. 
1.6 
Structure 
The remainder of this final paper is structured as follows. Chapter 2 will give an introduction of financial accounting and the associated issues. Chapter 3 will introduce the content of earnings management. Chapter 4 contains an expounding of relevant theory that is related to income smoothing, such as incentives for the use of income smoothing and methods to measure its existence. Chapter 5 will comment other prior study that from the positive view is related to income smoothing. Chapter 6 will include the research design. Chapter 7 will provide the empirical results and the analysis of this research. Finally, chapter 8 will present the conclusions and summary of this study.  

2
Financial accounting

2.1 Definition financial accounting

Financial accounting is a process of collecting financial data taken from a company’ accounting records and publishing in the form of annual (or more frequent) reports for the decisions making by many parties external to the company. Hence, financial accounting is not involved in the day tot day running of the company. In contrast, managerial accounting provides accounting information for internal parties in the company and get involved with the day tot day running of the company. For example, to manage the business assist in various decisions by managers to manage the business. Financial accounting is performed according to the GAAP guidelines. Financial accounting has been heavily regulated in most countries, with many accounting standards, such as regulations governing the recognition of transactions and revenue, the measurement of the transaction and revenue and the disclosure phenomenon. The annual report consist of a balance sheet, profit and loss account (or income statement), statement of cash flows, operating and financial review, and supporting notes. The generating of the accounting numbers are directly affected by the various accounting policies in their own country. When accounting regulations change or new accounting regulations are implemented, this will lead to a change in the numbers in the financial report (such as particular revenues, expenses, assets and liabilities), which provided to the public. 
2.2 Objectives of financial reporting
Information that is provided within a financial statement is attributable to a number of objectives. This section will comment the objectives of financial reporting. First the stewardship role or also named as the agency problem will be explained. Next, the purpose decisions usefulness will be commented. Finally, the accountability purpose will be discussed. 

2.2.1
Stewardship role
A traditionally objective is regarding to the stewardship role of the management. The stewardship role comes from the agency principle problem. There is a separation between ownership and management in public firms, which put the management in a steward position to shareholders. Goal congruence between the shareholders and managers became a problem because managers put their self-interested on the first place. The solution for shareholders is to demand information to monitor the manager on its performance. As Watts and Zimmerman (1978, p. 113) state, “one function of financial reporting is to constrain management to act in the shareholders’ interest.” This will further explain in chapter three. 
2.2.2
Decision usefulness
Another objective of financial reporting and one that has become a commonly used accepted goal of financial reporting, is that information in the financial statement is useful for the report users’ economic decision making. The financial reporting has a role as a providing information mechanism. For example, the FASB state in SFAC 1 that the main purpose of financial reporting is that it: ‘’should provide information that is useful to present and potential investors and creditors and other users in making rational investment, credit and similar decisions’’ (Deegan & Unerman, 2006; pp. 178). This objective concerns about the rational decisions. From an economics and accounting perspective a rational decisions is one that maximize expected utility, which this utility is automatically related to the maximization of wealth. The information needs is especially relevant for people who has a financial stake in the reporting company. For example, the present and the potential investors and creditors. 
This emphasis on the information needs of the financial report users has also been comprised in other conceptual framework. According tot the IASB framework the objective of financial reporting is ‘’ to provide information about the financial position, performance and changes in financial position of an enterprise that is useful to a wide range of users in making economic decisions ‘’ (Deegan & Unerman, 2006; pp. 179). The IASB framework state that the economic decisions should be based on an assessment of an enterprise’s future cash flow. This refers that the main purpose of the financial report is to help stakeholders to estimate for example the future cash flow.    
2.2.3
 Accountability 

The last commonly objective of financial reporting is to enable reporting companies to indicate accountability between the company and those parties to which the company is considered be responsible. Gray et al. (1996, pp. 38) provide a definition of accountability; ‘’ the duty to provide an account or reckoning of those actions for which one is held responsible’’. Issue that here arise is to whom is a reporting company accountable and for what? The FASB framework states that a company is accountable for parties who have a direct financial stake in the reporting company. 
2.3
Users of financial reports
A main object of financial report is to provide information to report users, which is relevant for their economics decisions making. This section will identify these users of the financial report and their main information need will be explain. According to the IASB framework the users of the financial reports encompasses investors, employees, lenders, suppliers, customers, government agencies and the public. The FASB framework defined the users as present and potential investors and other users, which have a direct financial interest or somehow related to the company’s financial interest. For example, stockbrokers, analysts, lawyers or regulatory bodies. 
Financial report users should understand the financial reports to make their decisions that are base on the accounting numbers. In considering the issue of the level of expertise expected of financial report readers, it has generally been accepted that readers are expected to have the competency to reading the financial accounting. Therefore, accounting standard are developed on this vision. The FASB conceptual framework refers to the ‘informed reader’, the framework, paragraphs 25 explains that: ‘’users are assumed to have a reasonable knowledge of business and economic activities and accounting and a willingness to study the information with reasonable diligence’’ (Deegan & Unerman, 2006; pp. 178). 

2.4
Implications of financial accounting

The expectation is that the financial report will provide a true and fair view of the company’s performance. However, through some implications like economic implications and political implications it cannot be sure that the financial report will provide a fear view of the real performance of the company. Besides that, a problem arises by the recognition of the elements of the financial reporting, because the recognition of financial items is subjectively. Consequently, the financial report may not providing a fair view of the real performance, because within the accepted accounting regulations there are spaces for selecting accounting standards. 
Economic implications is regarding with the Positive accounting theory. It suggests that the responsibility for preparing financial reports will be driven by self-interest to select accounting methods that will lead to maximizing their own personal wealth. This means that managers will always put their self- interest on the first way. If this theory is accepted, this implies that the objectivity or neutrality of the financial reports will be harmed. Generally, self- interest perspectives are often used to explain the phenomenon of creative accounting, a situation where those responsible for the preparing of the financial reports selecting accounting methods that provide the most desired outcomes for their own wealth. 
Companies who provide a financial report adopt accounting standards and conceptual framework. These standards and frameworks are developed through public consultation, which involves the release of exposure drafts and further a review of written submissions made by various interested parties, including both the prepares and users of the financial information. Hence, the process leading to finalized accounting standards and conceptual framework can be considered to be political. This political process is a process where parties with particular attributes may have relatively a greater influence on developing of the accounting standards than other parties are.  Consequently, this political process may have implications for the objectivity or neutrality of the financial reports. 
Another issue for the objectivity of the financial report is the recognition of the financial items.  Recognition criteria are used to determine whether an item can be included within any of the elements of the financial reports. Issues of recognition are bound to issues of measurement. Paragraph 83 of the IASB framework specifies that, an item that meets the definition of an element should be recognized if: 1)’’ it is probable that any future economic benefit associated with the item will flow to or from the entity and 2) the item has a cost or a value that can be measured with reliability’’ (Deegan & Unerman, 2006; pp. 193). Hence, recognition of a financial item is dependent upon the degree of the probability that a future cash flow of economic will arise, which can be reliably estimated. Apparently, considerations of probability can be very subjective, because different peoples in different company may have different methods to estimate the probability for similar items in the financial reporting. This will have complications for the comparability of the financial reports.  
Finally, the measurement principles may have been a problem for the objectivity of the financial reports. Conceptual framework provides very limited prescriptions for the measurement of the assets and liabilities. Assets and liabilities are often estimated on variety ways depending upon the particular class of assets and liabilities are considered and mostly have different definitions. With regard to the assets, they are measured on variety ways based on historical cost, replacement cost, current selling price, market value, realizable value, or the present value. Liabilities are frequently measured by the present value or other methods. 
2.5
Firm value & valuation approaches
The firm value also named as the going concern value, represents the entire economic value of a company. More specifically, it is a measure for the takeover price that an investor would have to pay to acquire the firm. According to Palepu, Healy, Bernard and Peek (2007, pp. 196) the value of the firm is estimated by its profitability and growth. The value of the firm is influenced by the product market and financial strategies of the firm. The financial market strategy is adopted through financing and dividend policies and the product market strategy is adopted through the firm’s competitive strategy, operating policies and investment decisions. 
Palepu, Healy, Bernard and Peek (2007, pp. 293) stated that valuation is the process of converting a forecast into an estimation of the value of the firm. On one side, capital budgeting in a company will tell us how a particular project will affect the firm value, strategic planning involves how value is affected by actions that are determined by the managers of the company. At the other side, external parties like the security analyst and potential investors, conduct valuation to support their buy/shell decisions. 
Hence, it is important to know the value of a company and in which way to valuate the company. Brealey & Myers (1996, pp. 20) defined firm value as ‘’the value of a firm is calculated as the total expected future payoffs (or net cash receipts) discounted by the rates of return that are related to a firm’s risk’’. Many valuation approaches have been adopted in practice. The available valuation methods are the following: 

· Valuation based on dividends

Shareholders of the company expect to receive dividends from the company as compensation for holding the company’s shares. According to Wang (2002, pp. 18): ‘’ the value of a firm’s equity is therefore the total of discounted future dividends’’. 

· Valuation based on free cash flows 

Wang (2002, pp. 18) define the free cash flow method as ‘’The value is calculated as  discounted future cash flows from operations after investment in working capital, minus the capital expenditures’’. This approach includes all the components that have an effect on the firm value in a straightforward manner.  To estimate the value of a firm, there is a need to forecast cash flows available to all providers of capital (debt and equity). The value of equity is calculated by the firm value minus the value of debt. 

· Valuation based on abnormal earnings

When a company can only make a normal return on its book value, then the investors are inclined not to pay above the book value for a share of the company. If the firm make an abnormal earning the investors should pay for that price for a share. This will illustrate the firms’ market value. Thus, the market value is based on the abnormal earnings. The value of the firm’s equity is estimate by the sum of the current book value of equity plus the discounted expected future abnormal earnings (Wang, 2002, pp. 19).  Abnormal earning is defined as follow: 
Abnormal earnings = earnings – (cost of equity X beginning equity book value)

· Valuation based on economic value added (EVA)

Wang (2002) state that capital of a firm has make a profit on at least that the investors will receiving their investment back. If this is not the case, the investors will not to make an investment in that company. Because the company do not realise profit and maybe the company realises losses. The value of the EVA is the capital plus the present value of the anticipated EVA stream that is generated on the firm’s assets. 

· Valuation based on price multiples

This method is based on a current measure of performance that is converted into a value through application of some price multiple. For example, firm value can be estimated by the adopting a price-to-earnings ratio, price-to- book ratio or a price-to-sales ratio. 
In this study, the stock price at 31 December has been chosen as an approach for the firm value for the research to examine the relation between income smoothing and firm value. The expectation is that if the company is using income smoothing, the stock price at 31 December will be higher when a company is not using income smoothing. 
2.6
Legal systems: common law VS code law 
The nature of accounting regulation in a country is affected by its general system of laws. The legal systems of countries are different around the world. Hence, the legal system will be commented in this subsection. The legal system contains two categories: the common law and the code law. Nobes & Parker (2004, pp. 20) state: ‘’a common law rule seeks to provide an answer to a specific case rather than to formulate a general rule for the future’’. This law is originated from England after the Norman Conquest 1066. According to Nobes & Parker (2004), the common law is relies on a limited amount of statute law, which is interpreted by courts and  each judgment then becomes a legal precedent for future cases. Although the origin of the common law is from England, there are similar forms of this law founded in many countries that will be influenced by England. Therefore, the federal law of the United States, the laws of Ireland, India, Canada, New Zealand and Australia and so on are a form of the English common law. 
The other category of the legal systems is the code law. It also named as the ‘Roman law’ or ‘civil law’. The law was developed in continental European countries. The code law is relies on ideas of justice and morality. This law tends to by very detailed and involves most aspects of daily life. In contrast to the common law, the code law is more abstract. Because the code law is relies on a system, it needs to define rules for accounting practices and financial reporting. 

With regard to the accounting regulations, the common law will provide detailed accounting laws guiding accounting practices and therefore historically the development of accounting practices would have been left much more to the professional judgment of accountants/ auditors. In contrast , the code law system provide a body of codified accounting laws prescribing in detail how each type of transaction or event should be treated in the accounts. Therefore in this system there was there is much less need for the use of professional judgment in preparing accounts. 
Table 1.1 Western legal systems

	Common law                                                                      Code law             

	England & Wales
	France

	Ireland
	Italy

	Northern Ireland
	Germany

	Canada
	Spain

	Australia
	Netherlands

	New Zealand
	Portugal

	United states
	Japan


2.7
Summary
This chapter has provided theory, which is relevant for understanding the topic financial accounting. Financial accounting is a process of collecting financial data taken from a company’ accounting records and publishing in the form of annual (or more frequent) reports for the decisions making by many parties external to the company. The objectives of financial reporting are as the follows: stewardship role, decisions usefulness and accountability. The stewardship role of the management is regarding to the traditionally objective. The stewardship role comes from the agency principle problem. There is a separation between ownership and management in public firms, which put the management in a steward position to shareholders. The management has to shown the performance of the company in a financial report. Then, another objective of financial reporting is that information in the financial statement is useful for the report users’ economic decision-making. The financial reporting has a role as a providing information mechanism. The last commonly objective of financial reporting is to enable reporting companies to indicate accountability between the company and those parties to which the company is considered be responsible. The users of financial reports encompass investors, employees, lenders, suppliers, customers, government agencies and the public. The people expect that the users are capable to understand the financial reports to make their decisions that are base on the accounting numbers. Furthermore, some implications of financial accounting have been discussed. Economic, political implications have influenced on the objective of the financial reports. Besides that, the recognition of the elements of the financial reporting is also a problem, because the process of recognition is very subjective. Finally, the measurement principles may have been a problem for the objectivity of the financial reports. Conceptual framework provides very limited prescriptions for the measurement of the assets and liabilities. Assets and liabilities are often estimated on variety ways depending upon the particular class of assets and liabilities are considered and mostly have different definitions. 

Next, Brealey & Myers (1996, pp. 20) defined firm value as ‘’ the value of a firm is calculated as the total expected future payoffs (or net cash receipts) discounted by the rates of return that are related to a firm’s risk’’. The firm value in this study has been measured by the share price on 31 December. However, there are many valuation methods to measure the firm value. The available valuation methods are the following: valuation based on dividends, valuation based on free cash flow, valuation based on abnormal earnings, valuation based on economic value added (EVA) and valuation based on price multiples. 
Finally, the legal system has been commented. The legal system contains two categories, the common law and the code law. Nobes & Parker (2004, pp.20) state: ‘’a common law rule seeks to provide an answer to a specific case rather than to formulate a general rule for the future’’. In contrast, a code law is relies on ideas of justice and morality. Hence, this law tends to by very detailed and involves most aspects of daily life. In contrast to the common law, the code law is more abstract. Because the code law is relies on a system, it needs to define rules for accounting practices and financial reporting. 
3 
Earnings management 
3.1 
Introduction

Since income smoothing is a form of earnings management, earnings management will be firstly commented in general. This will help better understanding the concept of income smoothing. Section 3.2 will introduce the definition of earnings management. The incentive of earning management will comment in section 3.3. Section 3.4 will provide the strategies of earnings management and this chapter will end with a summary. 
3.2 
Definition earnings management 
Just like most definitions, for earnings management there is not a single definition that has been considered as the most appropriate. According to Ronen & Yaari (2008, p.25), there are different views about how earnings management needs to be defined. Ronen & Yaari classified the definitions of earnings management into three categories. The three categories are the following with the corresponding definitions:
1) Beneficial: ‘’Earnings management is taking advantage of the flexibility in the choice of accounting treatment to signal the manager’s private information on future cash flows’’

2) Neutral: ‘’Earnings management is choosing an accounting treatment that is either opportunistic (maximizing the utility of management only) or economically efficient’’

3) Pernicious:  ‘’Earnings management is the practice of using tricks to misrepresent or reduce transparency of the financial reports’’

The beneficial perspective means that the transparency of the information in the financial statement will be enhanced. Because of this, the informativeness will be improved. The neutral perspective is about manipulation of reports within the boundaries of compliance with bright-line standards. Finally, the pernicious view implies that the financial reports will not give a fair view of the accounting numbers.  
Furthermore Schipper (1989, pp. 92) defines earnings management as: ‘’Disclosure management, in the sense of a purposeful intervention in the external financial reporting process, with the intent of obtaining some private gains (as opposed to say, merely facilitating the neutral operation of the process)’’. 

According to Healy & Wahlen (1999, p. 368) the description of the definition is following:

‘’Earnings management occurs when managers use judgment in financial reporting and in structuring transactions to alter financial reports to either mislead some stakeholders about the underlying economic performance of the company or to influence contractual outcomes that depend on reported accounting numbers’’. This definition gives a bit negative approach of earnings management. It implies that earnings management will lead to misleading of accounting numbers.

A less negative approach of earnings management is the following definition of Stolowy and Breton (2004, p. 8): ‘the use of management’s discretion to make accounting choices or to design transactions so as to affect the possibilities of wealth transfer between the company and society (political costs), funds providers (cost of capital) or managers (compensation plans).  In the first two situations, the firm benefits from the wealth transfer and in the third managers benefits from the wealth transfer, because they try to affect their compensation plan for their self-interest. 
Because this study will investigate the relation between income smoothing and the firm value, in this study, the definition of earnings management presented by Stolowy and Breton (2004) will be used. In the definition is mentioned that the firm benefits from the wealth transfer in the company. It implies that this may lead to an increasing of the firm value. Further, this definition will also give the incentives why the managers of the firm will manage the earnings. 
3.3
Incentives earnings management
Now, after describing the definitions of earnings management, the context in which earnings management is likely to arise will be explored. The incentive to use earning management can be explained by the positive accounting theory (PAT).  Subsection 3.3.1 presents the definition of the PAT. Next, the basic assumption of the PAT will be commented.  Subsection 3.3.2 the three key hypotheses of the PAT (the bonus plan hypothesis, the debt hypothesis and the political cost hypothesis) will be introduced. 

3.3.1 
Definition PAT & basic assumptions
The positive accounting theory has been defined as the following by Watts & Zimmerman (1986, p.7): ‘’ it is concerned with explaining accounting practice. It is designed to explain and predict which firms will and which firms will not use a particular method of valuing assets, but it says nothing as to which method a firm should use’’. This theory indicates why managers use a specific accounting method to manipulate the earnings in the company and thereby predictions can be made about the development of the earnings in a company.  Consequently, if the incentive of earnings manipulating is known, for instance, the managers will maximize their bonuses, the prediction is that the future earnings will be shifted to the current period. This will extensively discuss in subsection 3.3.2.  
The basic assumption of the PAT will be firstly described to have a better understanding of the PAT. The following items have plays a part for the developing of the PAT. These are the transaction cost, efficient market hypothesis, agency theory, capital market research. 

 
Firstly, the PAT is based on the central economics-based assumption that the managers’ action is stimulated by ‘self- interest’. The managers will only enhance their own wealth and not in the advantage of the company. Because the individuals will put their self-interest on the first place, this will lead to ‘transaction costs’. Contracts should be used to reduce the self- interest of the managers. Because the contracts the manager will receive a higher salary, so they will sign the contracts, while this will decrease their self-interest. 
Secondly, the efficient market hypothesis (EMH) is based on the assumption ‘’that capital market react in an efficient and unbiased manner to publicly available information’’ (Deegan & Unerman, 2006; pp. 210).  This implies that the information content of publicly available information has an impact in the share prices and this is not restricted to accounting disclosures. The capital market is considered highly competitive and this resulted in an assumption that newly released public information is expected to be quickly reflected in the share prices. Further, to support this hypothesis, the price of a share is determined based on beliefs about the present value of the future cash flow involving that shares and when these beliefs change (by disclosure of public information) the expectation is that the share prices will also change. In the study of Ball & Brown (1986), they investigated the relationship between the share prices and the announcements of earnings.  They conclude that the market only reacted on relevant publicly information. If you get this relevant information, you may introduce new investors in the company, in turn, this will lead to a higher share prices.  
Thirdly, the agency theory has arisen because there is a separation between ownership and management in public firms, which the managers are the agents and the stakeholders of the firm are the principals. This agency relationship is defined as follow: ‘’ a contract under which one or more persons (the principals) engage another person (the agent) to perform some service on their behalf, which involves delegating some decision-making authority to the agent’’ (Jensen and Meckling, 1976; pp. 308). This theory assumed that the market is efficient and that contracts exist. Besides that, the managers are only interest in their own interest and therefore not always act in interests of the principals. Contracts will prevent that managers put their self- interest on the first place, which are contradictory with the interest of the stakeholders.  However, it will still have the opportunity to maximize the agents’ interest within the boundaries of the contracts for instance using the accounting choices to manage earnings.  When the principal is delegating authority to the agent, this can lead to some loss of efficiency and consequent costs. This is called agency cost. For example, it is possible that manager will not work as hard as the owner has expected, because the manager may not sharing directly in the income of the firm. Hence, underperforming of the manager is considered as an agency cost.  
Fourthly, the capital market research examines the impact of financial accounting and other financial information in equity markets (Deegan & Unerman, 2006). This type of research is often using to investigate the aggregate behaviour of investors or analyst. It will assess the aggregate effect of financial reporting, particularly the reporting of accounting earnings on investors. The relationship between the share price and the releasing of the information is important in this research.  The share price is determined by the present value of the future cash flow. According to Deegan & Unerman (2006, pp.387): ‘’ this research is often used to examine equity market reactions to announcement of company information and to assess the relevance of alternative accounting and disclosure choices for investors’’. The reaction of investors on information will be reflected in transactions on the capital market. Relevance information will lead to an increasing on the share price and irrelevance information will lead to a decreasing of the share price. If relevance information leads to a change in the share price then the assumption is that the information was useful and has an impact on the investors’ decisions. 

3.3.2 
Three key hypotheses of PAT

Watts & Zimmerman (1990) identified three key hypotheses in their study ‘Positive Accounting theory: A ten year perspective’, that had become frequently used in the PAT literature for explaining why the managers have adopted specific accounting methods to manage the earnings. The three hypotheses are the following:
· The bonus plan hypothesis: ‘’The bonus plan hypothesis is that managers of firms with bonus plans (tied to reported income) are more likely to use accounting methods that increase current period reported income. Such selection will presumably increase the present value of bonuses if the compensation committee of the board of directors does not adjust for the method chosen. The choice studies to date find results generally consistent with the bonus plan hypothesis’’. (Watts & Zimmerman, 1990; pp. 138)

Consequently, if all things being equal, this hypothesis predict if the reward of the manager is based on a performance measure like the accounting profits, which manager will shift their reported earnings from future periods to the current period. This will lead to an increasing in their bonus.   

· The debt hypothesis: ‘’The debt/ equity hypothesis predicts (that) the higher the firms’ debt/equity ratio, the more likely managers use accounting methods that increases income. The higher the debt/equity ratio, the closer (i.e. tighter) the firm is to the constraints in the debt covenants. The tighter the covenant constraints, the greater (is) the probability of a covenant violation and of incurring costs from technical default. Managers exercising discretion by choosing income increasing accounting methods relax debt constraints and reduce the costs of technical default’’. (Watts & Zimmerman, 1990; pp. 139)

Therefore, all things being equal, the debt hypothesis is about the relationship between the total liabilities and the shareholders equity of the firm. Because the investors have no trust in the firm that the loan will be paid, the higher the debt/equity ratio, the more the chance exist that the loan conditions will be violated, Consequently, the rent will be increased. If the debt/equity ratio has been increased in a company the manager is attempt to shift the reported earnings from the future to the current period. 
· The political cost hypothesis: 
‘’The political cost hypothesis predicts (that) large firms rather than small firms are more likely to use accounting choices that reduce reported profits. Size is a proxy variable for political attention. Underlying this hypothesis is the assumption that it is costly for individuals to become informed about whether accounting profits really represent monopoly profits and to contract with others in the political process to enact laws and regulations that enhance their welfare. Thus rational individuals are less than fully informed. The political process is no different from the market process in that respect. Given the cost of information and monitoring, managers have incentives to exercise discretion over accounting profits and the parties in the political process settle for a rational amount of ex post opportunism’’. (Watts & Zimmerman, 1990; pp. 139)

Consequently, all things being equal, when a firm got a lot of political attention, the manager of the firm has a incentive to adopt accounting method that reduce reported income. For instance, the gasoline firm Shell has reported a high income.  The people may argue that the high reported earnings are due to higher price of the gasoline. Therefore, this case will get political attention whether the gasoline price can be reduced.   
Furthermore, research with relation to the PAT typically applies either an opportunistic or an efficiency perspective. Opportunistic perspective concerns that the managers will select a particular accounting methods to increase their bonuses. This is in disadvantage of the firm, because the managers put their self-interest on the first way. However, another research that applies the PAT is adopted with the efficiency perspective. In contrast with the opportunistic, the efficiency perspective is in advantage of the firm. This perspective suggest that manager will use a particular accounting method to provide the firm’s performance on the most efficiently manner.  
3.4
 Strategies earnings management

There are five strategies for the management of a company to manage the earnings. The five strategies will be described below. One of the strategies is income smoothing. This strategy will be discussed in chapter three executively and will not be mentioned in this chapter. 

3.4.1 
Profit maximization

The first strategy to manage earnings is profit maximization. The purpose of this strategy is to report profit. According to Hoogendoorn (2004, pp. 61) companies will implement this strategy when their income is nearly zero. The reason is because the improvement of the image of the company to report a positive income then a negative income. Therefore, through procedures to increase the profit the managers of the company are able to report a positive income. This strategy will be also implemented when managers have a bonus schemes, the bonuses that they received are related to the profit. From the results of the study of Healy (1985, pp. 22): ‘’bonus schemes create incentives for managers to select accounting procedures & accruals to maximize the value of their bonus awards’’ Thus, the managers use managerial accounting to increase their compensation. Gaver et al. (1995) find that managers select income- increasing when discretionary accruals have reached the lower bound of the bonus plan. This means that the managers will not get their bonus compensation. Therefore, the manager of the company has to maximize the profit to reach the level of the compensation.  
3.4.2
 Profit minimization
The second strategy of earnings management is profit minimization. When a company has deal with a permanent growing profit the disadvantages to report a high profit will be higher then the benefits (Hoogendoorn 2004, pp. 61). In this situation, there are several procedures to minimizing the profit. For instance the managers of the firm may taking the losses immediately (prudent man rule) and using the accrual principle, by recognizing the revenue when they are realized (revenue recognition) and recognizing the expenses related to the time when the revenue are realized. Consequently, expenses will be presented as soon as possible and revenues as late as possible. 
Watts & Zimmerman (1978) state that large firms are more politically sensitive than small firms are. This implies that larger firms have different incentives in managing earnings then smaller firms. Therefore, politically sensitive firms should selecting accounting procedures to minimize the reported earnings. Other studies show that firms will use the profit minimizing strategy in a particular situation. Jones (1991) finds that managers make income-decreasing accounting choices to minimize the profit during import relief investigations. Mangnan et al. (1999) provide evidence for reducing reported income of Canadian firms to obtain favourable ruling from the Canadian external trade tribunal as demanders in antidumping investigations. 

3.4.3
 Loss maximization

The third strategy is loss maximization and is qualified as big bath accounting. Big bath accounting has been used to describe large profit reducing write-offs or 'income-decreasing discretionary accruals' in profit and loss statements (Walsh, Graig & Clarke, 1991; pp. 173). This means that big bath accounting has been used to increase the firms’ losses. According to Mohanram (2003, pp. 2) firms are using big bath accounting to decrease their earnings because the firms cannot reach their targets anymore. There are two reasons why the firm will make the situation even worse than it is. Firstly, it is very unlikely that any amount of earnings management will get them over the target. Secondly, if one way is below the target, the cost of being even worse is typically minimal. Therefore, the extra losses that are created will have a minimal damage for the firm. Firms will make large restructuring charges, increase provisions for bad debts and take other income decreasing accounting decisions, to decrease earnings. According to Hoogendoorn (2004, pp. 60), it is an advantage to using big bath accounting because if the firm survive, they will present a better result in the future. The financial recovery will be emphasized. 
3.4.4 
Loss minimization
When a firm for longer then two years reported negative incomes (losses).  Then is it more positive to reducing the loss. When a firm has deal with long-term losses, the manager of the firm may use the loss maximization strategy to increase the losses. However, after one or two years it is more useful to reducing the losses, because the losses will have a negative reputation for the firm (Hoogendoorn 2004; pp. 61). 
3.5 
Summary
In this chapter, the topic of earnings management has been discussed. Earnings management is defined by Stolowy & Breton (2004, pp. 8) as: ‘’the use of management’s discretion to make accounting choices or to design transactions so as to affect the possibilities of wealth transfer between the company and society (political costs), funds providers (cost of capital) or managers (compensation plans)’’. The Positive accounting theory (PAT) provides the incentives of using earnings management. Watts & Zimmerman (1986, pp. 7) define the PAT as the following: ‘’ it is concerned with explaining accounting practice. It is designed to explain and predict which firms will and which firms will not use a particular method of valuing assets, but it says nothing as to which method a firm should use’’. This theory gets involved with a few basic assumptions. Firstly, it assumed that the managers’ action is stimulated by ‘self- interest’. The managers will only enhance their own wealth and not in the advantage of the company. Secondly, the PAT assumes that the market is efficient. This implies that the information content of publicly available information has an impact in the share prices and this is not restricted to accounting disclosures. Thirdly, the agency theory has arisen because there is a separation between ownership and management in public firms, which the managers are the agents and the stakeholders of the firm are the principals. When the principal is delegating authority to the agent, this can lead to some loss of efficiency and consequent costs and this is called agency cost. Fourthly, the capital market research examines the impact of financial accounting and other financial information in equity markets (Deegan & Unerman, 2006). Watts & Zimmerman (1990) identified three key hypotheses that had become frequently used in the PAT literature for explaining why the managers have adopted specific accounting methods to manage the earnings. The hypotheses are the bonus plan hypotheses, the debt hypotheses and the political cost hypotheses. Finally, the strategies of earnings management are discussed. They are including the profit maximization, the profit minimization, the loss maximization and the loss minimization.  
4 
Income smoothing
4.1
Introduction

In this section income smoothing will be the main subject. First, the definition will be discussed in section 4.2. In section 4.3, the types, objects and dimensions of income smoothing will be presented. Then, the incentives of income smoothing are setting out. The distinction will be used between the accounting manipulating in the favour of the firm and the accounting manipulation against the firm. After the treatment of the incentives, the models to measure income smoothing will be discussed in section 4.5. The models will be the variability model and the Jones model. This chapter will end with a summary.  
4.2  
Definition income smoothing
Income smoothing is a particular form of earnings management.  One of the definitions of income smoothing is ‘dampening the fluctuations in the series of reported earnings by inflating low earnings and deflating high earnings’ (Ronen and Sadan, 1981; pp. 6). A more recent definition of income smoothing is define by Mulford & Comiskey (2002, 87). The definitions of income smoothing is: ‘’a form of earnings management designed to remove volatility in earnings by levelling off the earnings peaks over a number of years and raising the valleys over the same period’’. 
As mentioned before in the introduction income smoothing has both a positive and a negative side. On the one side, the negative perspective is misleading the users of the financial reports and at other side; it will provide the informativeness for the investors of the company. The following two definitions of income smoothing will represent this positive and negative side of income smoothing. The misleading effect of income smoothing is described as follow: ‘’ the process of manipulating the time profile of earnings reports to make the reported income stream less variable, while not increasing reported earnings over the long run’’ (Fundenberg and Tirole, 1995, pp. 75).
The positive effect of income smoothing is described by Ronen & Sadan (1981, pp. 2). They state that income smoothing is ‘’a deliberate management’s attempt to signal useful information to users of financial reports’’. This is one of the incentives of income smoothing by the managers of the company. The other incentives will be discussed later in this chapter. 
Furthermore, it is important to make a distinction between reported earnings and economic earnings. Reported earnings are those earnings that are communicated to the outer world, mostly shareholders. Economic earnings are those earnings that actually occurred in a certain period. The outcome with income smoothing is that in the long run, the average reported income equals the average economic income but with smaller variability of the series of reported incomes. The purpose is to produce a steadily growing stream of profits. A requirement for income smoothing is that the firm needs to make large enough profits. Provisions are used to regulate the flow as necessary. Income smoothing is a reduction of the variance in the profit.  
4.3 Types, objects, dimensions & instruments of income smoothing
4.3.1 
Types of incomes smoothing

According to the definitions income smoothing in section 3.2, the usage of income smoothing is deliberate by the managers of the company. However, according to Hoogendoorn (1985, pp. 2) is it possible that some company has show a little fluctuation without managers intervention to smooth the income, this steady income stream is a result of economic factors. This is called ‘natural smoothing’. Natural smoothing is no income smoothing, if there is no incentive of the managers to smooth the incomes.  
Another form of income smoothing is intentional smoothing. Intentional smoothing means that managers of the company have the incentives to manipulate the earnings. 
Intentional smoothing has two categories: real and artificial smoothing. Real smoothing, also called transactional or economic smoothing. Hoogendoorn (1985, 10) define real smoothing as: ‘’ by means of real transactions, the company management can try to accomplish a smoother income pattern’’. Ronen & Yaari (2008) state that the management of the company is able to make production and investment decisions that reduce the variability of earnings. According to Horwitz (1977, pp. 27) real smoothing has an effect on the cash flow in contrast with artificial smoothing. 
Artificial smoothing also named as accounting smoothing is achieved through accounting choices (Ronen & Yaari, 2008). Artificial smoothing can be seen as a more direct way of smooth your income than real smoothing does. Production and investment decisions have no direct connection with the net income. When changing these components, there is no immediate effect. When changing your accounting choices, you will immediately see an effect on income. Several manners exist to change the accounting choices. For example, changing the depreciation method, changing the method of the inventory valuation (current cost method, LIFO method and FIFO method). Also the way to present the research & development cost is a way to adopt the accounting choices (the assets or the expense approach).   

In their attempt to get a better view on the relationship between both types, Ronen & Yaari (2008) clarify two important differences: (1) Real smoothing precedes artificial smoothing in the sense that it is related to events that already occurred before artificial smoothing can take place at all. Real smoothing is related to production and investments decisions that took place in the past. (2) Real smoothing reduces the volatility of economic earnings instead of overstating low economic earnings and/or understating high economic earnings, what is the case when artificial smoothing takes place. This results in similar averages of economic and reported earnings in a given period. 
Furthermore, a distinction can be used between inter temporal smoothing and classificatory smoothing. These two types smoothing are able to adopt by real and artificial smoothing. Inter temporal smoothing is ‘’smoothing that accomplishes a shift among periods’’ and classificatory smoothing is ‘’smoothing that accomplishes a shift between the elements of ordinary income & extra-ordinary gains and losses, with the purpose of creating a smoother pattern of ordinary income’’. (Hoogendoorn, 1985; pp. 10) This will be further analyzed in 3.3.3. 
4.3.2
Objects 

The smoothing objects are the variable whose variations over time are to be controlled (Kamin & Ronen, 1978; pp. 141, 145). The objects are chosen by the management regarding aimed at their incentives for income smoothing. Empirical studies regarding to income smoothing show that the most used object is income. However, there are several interpretations of income like net income, ordinary income, extraordinary income, operating income, earnings per share (EPS) etc. 

4.3.3 Dimensions 
Artificial smoothing and inter temporal smoothing has been commented. Next, the dimensions of income smoothing will be explained. The dimensions are smoothing through events occurrence or recognition, smoothing trough allocation over time and smoothing through classification.
The first dimension is about ‘smoothing through event occurrence or recognition’. According to Ronen & Sadan (1981, pp. 43): ‘’management can time actual transactions so that their effect on reported income is controllable’’. For example, the timing might be determined in order to stable the reported earnings over time. The managers may directly record the events or the actual transactions will be delayed. The second dimension is ‘smoothing through allocation over time’. Ronen & Sadan (1981, pp. 43) state that the management can determined the period of recognition of the cost. For example, choosing between the capitalizing or expensing approach by recognizing the R&D costs. The lasts dimension is about ‘smoothing through classification’ also called classificatory smoothing, mentioned before in section 3.3. When the object of income smoothing is not net income, the managers has the opportunity to determine the object of income smoothing. Thus, through classification smoothing managers are able to reduce the variation of the income over time. For example, nonrecurring revenues and expenses could be classified as ordinary or extraordinary to give a stable reported stream of ordinary income. (Ronen & Sadan, 1981; pp. 43) 
4.3.4
Instruments
Ronen & Sadan (1981, 18) define a smoothing instrument as ‘’a variable used by management at its discretion to smooth the object variable’’. Moses (1987, pp. 360) also called it as ‘smoothing variables’ or ‘smoothing devices’. According to Copeland (1968, pp. 102), accounting practice or measurement rule must be dispose of certain properties before it can be used as a smoothing variable. 
Prior research shows several smoothing incentives. It is the following that has been investigated: the investment tax rate, the classification of extraordinary items, dividend income, gains & losses on securities, pensions, R&D/sales/advertising expense, choice of the cost of equity method and changes from accelerated to straight-line depreciation.  

Table 4.1 Types and dimensions of income smoothing

(Stolowy & Breton, 2004; pp. 24)
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4.4 Incentives for income smoothing

The incentives of managerial accounting will discuss in two parts. The first part regard to the managers manipulation ‘for’ the firm (subsection 3.4.1). In subsection 3.4.2, the second part regard to the manager’s manipulation ‘against’ the firm will be presented.
4.4.1
Managers manipulation for the firm

In this subsection, several explanations will be presented why the managers of the company will use income smoothing in favour of the company. The following incentives are minimizing political cost (minimizing income tax), minimizing the cost of capital (meets analyst expectation & maximize the shareholders’ satisfaction). 
Minimization the political cost 
First, minimization of political cost is one of the incentives why managers will manipulate the earnings for the firm. Political costs are costs that external groups might be able to impose on the firm because of political actions. For example, if a firm reported high earnings this may be lead to an incentive for trade unions or lobby groups to take action for an increasing in a share. Therefore, firms may use accounting smoothing to decrease the earnings (Watts and Zimmerman; 1978, pp. 115). 
Godfred and Jones (1999, pp. 249) provide evidence that Australian managers potentially used classificatory smoothing to reduce political cost, because accounting classification can affect wealth distribution. Furthermore, Cahan (1992) finds when firms are investigated by the Department of Justice and the Federal Trade Commission concerning monopoly violations, the managers of the company will use accounting methods to reduce the abnormal income. 
Moses (1987, pp. 363), also find that politically sensitive firms or firms under supervision of the government may impose costs. This is because considerable variability in income stream may attract the attention of regulators. Large upwards earnings fluctuations can be seen as a signal of monopolistic practices and large downward fluctuations may signal crisis and lead up to the regulators to take actions. Therefore is it in the favour of the firm to smooth income to reduce the political cost. Exposure to supervision and imposed cost of a firm may be related to firm size. This implies that larger firms may have greater incentive to smooth income.   

Minimizing income tax is one component of the political cost. According to Watts & Zimmerman (1986, pp. 235) the tax system is the most direct way to transfer corporate assets to the society. 
Boynton et al. (1992) provide evidence that managers of the company managed their earnings to reduce their tax liabilities affected by the U.S. corporate alternative minimum tax. This is an idea of the U.S. encourage the management of the company to shift their income. Guenther (1994) also finds that U.S. corporations managed their accounting earnings as a response to the changing in income tax rate. Thus, the managers defer income to next year to pay lower income tax in the current year. 
Minimizing the cost of capital
Next, managers will use accounting smoothing to minimizing the cost of capital. The cost of capital is the rate of return that the firm must pay the market to raise capital (Lee et al. 2006, pp. 9). Thus, through manipulating the earnings, the return that investors are demanding will be reduced.  Michelson et al. (1995) have tested the association between income smoothing and the performance market. They state that income smoothing will reduce the actual or perceived riskiness of the firm and this will lead to a lower return to investors of the firm. This study will be discussed extensively in the literature review in chapter five. Dechow et al. (1996) also provide evidence that firms manipulating earnings ate enable to enjoy to lower cost of capital. However, if the manipulating has been disclosed to the public, the cost of capital will increase because the firm value is overstated and the trust in the company has been reduced. According to Trueman en Titman (1988), managers have an incentive to present a stable income streams for future debt holders. Hence, the lowering of the required return of debt holders will in turn leads to a reducing of the cost of capital. 
The motivation ‘to meet analysts forecast’ is also a part of the reducing of the cost of capital. Thus, analysts forecast have an indirect influence on the cost of capital. When the expectations of the analysts regarding to the firms income are not realized, consequently the reported earnings are lower than they have expected. The investors may find that the firms’ performance is not well.  Therefore, the trust in the company will reduce and this will leads to an increasing of the cost of capital. Healy and Wahlen (1999) find that earnings are managed to meet expectations of financial analysts for capital market reasons. Butgstahler and Eames (1998) also provide evidence that the management use accounting manipulation to meet the expectations of the financial analysts. In particular, they state that management of the company manage the earnings upward to prevent that reporting earnings is lower than analysts’ expectation. 
Then, maximizing the satisfaction of shareholders is also an important incentive to use income smoothing. It also belongs to the category ‘minimization the cost of capital’, because if shareholders are satisfied, their trust in the company will grow and the demanding of return will reduce. This will in turn lead to a lower cost of capital. Hepworth (1953, pp. 33) advanced the idea that stable earnings give owners and creditors a more confident feeling toward management. He also states that a stable dividend policy by income smoothing will improve the satisfactory of the shareholders, because the shareholders get certainty from the firm that they will received their dividend. Dye (1988) suggest that the managers will implement earnings manipulating requested by the firms’ current shareholders. This is because current shareholders wish to sell to future shareholders and this will lead in turn to a increasing of the firm value. However, the current shareholders cannot do this directly, thus the manager of the company has the duty to provide a stable income stream wherefore the prospective investors will increase and the satisfaction of the current shareholders.   
4.4.2
Managers manipulation against the firm
This subsection provides information about the motivations why the managers use earnings manipulation against the firm. This is because to enhance their own wealth. The incentives will be commented extensively hereafter. 
Maximizing compensation plan
Bonus payments are often related to the extent of (annual) earnings. With the use of income smoothing you are better able to control these earnings and therefore the bonus payments that are depended to it. According to Hoogendoorn (1985, pp. 9) there is a direct relation between income smoothing and the management compensation plan. The reported income has a direct influenced on the level of payment to the management. This means that a higher reported income leads to higher management compensation. Healy (1985) provides evidence that the compensation plan of the managers will create an incentive to use accruals to maximize their compensation plan or bonus. The managers decrease the earnings when the limit has been reached for the maximum bonus. An income- increasing will adopt by the managers if the lowest limit of the bonus plan are almost reach.  Gaver et al. (1995) also reported that managers select income increasing when earnings fall below the lower bound of their bonus plan. Moses (1987) also finds that income smoothing is associated with the bonus compensation plans. The author explain that the incentive for enhance the bonus by increasing earnings is related to the level of income. Because the additional earnings will not provide an additional bonus if the earnings are higher then the bound of the bonus plan, is has no sense anymore to increase the earnings. This will motivate the managers to decrease the earnings as a buffer for future period. Another motivation to reduce the earnings, even within in the bonus plan bounds, is increasing of the marginal tax rate. Lastly, if the current reported income is used as an evaluation benchmark for bonus payments in the future, managers have the incentive to reduce the benchmark, because a higher benchmark is more difficult to realize then a lower benchmark. Moses (1987) will provide evidence that the managers will enhance their future bonus compensation by shifting the earnings to a subsequent period.  
Another incentive to smooth income smoothing in the favour of the manager is ‘reducing the job security concern’. Primarily to maintain the job is the most important purpose for the managers of the company. Fundenberg and Tirole (1995) have investigated the relation between the job security incentive and income smoothing. They founds that managers smooth the income in two associated ways. The managers are less concerned about their short-term position in the company in good times and this give the managers a motivation to save current income for the future periods. In contrast to the good times, managers are encouraged to manipulate the earnings in bad times, because they are concerned about their position in the company. Another study is about bank managers in using loan loss provisions to smooth reported income for job security concern (Kanagaretnam et al, 2003). In good times, the bank managers will save income for the future by reducing the current income through the loan loss provisions and in bad times, they will increase the current income. Defond & Park (1997), also investigate the link between accounting methods and the issue of the job security concern. Previous research finds that current performance is linked with income smoothing. However, the results of Defond & Park (1997) suggest that expected future relative performance is also essential. 
Table 4.2 Accounts manipulation
(Stolowy & Breton 2004; pp. 7)
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4.5 
Detecting income smoothing 
In order to do research to detect and indentify income smoothing, you have to possess some kind of model, which is useful in empirical researches. In general, you can split up these models into two categories: accrual models & variability models. When doing an empirical research, you have to common with both type of models in order to make your choose which one to use in your study. A researcher has to be able to motivate his choice. Therefore, we will further analyze both models in the following paragraphs. 
First, the theoretical basis underlying accrual models will be discussed. After this, Jones’ variant on accrual models will be further analyzed together with a number of modified versions by Defond & Jiambalvo (1994), Dechow et al. (1995) and Kothari et al. (2005) Then the variability model will be discussed. 

4.5.1
The accrual models
Accruals arise when there is a discrepancy between the timing of cash flows and the timing of the accounting recognition of the transaction (Ronen & Yaari, 2008). This difference between the recognition and the actual cash flow is called an accrual. At the end of a fiscal year, you will see that certain revenues or expenses while the actual cash is received or paid at the beginning of the next year. Important consequence of this possible discrepancy is that the management within a firm intentionally plans certain cash flows to have influence on the net income of that year. Hence, when you plan accruals in an inventive way, you can let your income become smoother. 

Jones created a model that looks at accruals in an attempt to detect income smoothing within firms. This model will divide the total accruals into two components: discretionary and non –discretionary accruals. Non-discretionary accruals are accruals that arise from transactions made in the current period that are normal for the firm given its performance level and business strategy, industry conventions, macro-economic events, and other economic factors. Discretionary accruals are accruals that arise from transactions made or accounting treatments chosen in order to manage earnings (Ronen & Yaari, 2008). Jones’s work is an event study, so it means that firms do not manage earnings before the event. That is why the time series of a firm’s earnings can be divided into two sub periods, an ‘estimation period’ and the ‘event period’.  
The Jones model consists of three steps: first the total accruals (TA) and the coefficients will be estimated, second the non- discretionary accruals (NDA) will be calculated and third the discretionary accruals (DA) will be derived from the first two components. 

Step 1: 
The total accrual will estimate ‘before’ the event period, with the following regression model:

TAt-j = α + β. Δ REV t-j + γ. PPE t-j + et-j      (for j= 1 ... k)

TA 
= total accruals 
REV
= revenues;

PPE
= gross property, plant, and equipment;

Δ 
= change in a given variable
The variables are change in revenue (ΔREV) which is a measure of activity is intended to capture working capital items such as Δ Debtors, Δ Stock & Δ Creditors and the level of PPE, which is intended to capture long-term accruals such as depreciation. In this stage, the coefficients are also estimating for determining the non-discretionary accruals in step 2.   
Step 2: 
Estimating of the non- discretional accruals ‘during’ the event period by using the following regression model:
NDA t = α + β. Δ REVt + γ. PPE t

Step 3: 
Finally, we calculate the discretionary accrual by abstracting the NDA from the TA.  
Throughout the years, a number of academics thought there were certain imperfections in the standard-Jones model, as described before. In order to reduce those imperfections several modified-Jones models were adopted. The modified Jones-models that are relevant for the empirical literature review of chapter two are:

-
The modified Jones model of Defond and Jiambalvo (1994): is the same as the standard version, but now they implementing the model in a cross-sectional way. The approach is not significantly different. 
-
Modified Jones Model of Dechow, Sloan and Sweeny (1995): Different with the standard version is that in this model the change in debtors (ΔREC) is subtracted from the change in revenues (ΔREV). They did this because the standard Jones-model does not capture the impact of manipulation that is done through sales.
-
Modified Jones Model of Kothari et al (2005): In this model the extra variable ‘’return on assets’’ (ROA) is added as a control variable. This is because previous research finds that the Jones Model is specified for well-performing or poorly performing firms.

4.5.2
 Variability models

In detecting income smoothing, variability models can be seen as very different as the accrual models that were discussed above. However, looking at the basic principles of both models, you can see an important similarity. The accrual model makes a distinction between discretionary and non-discretionary accruals, with the purpose to separate that part of smoothed incomes that can be managed. This managing component is an important feature of the accruals model. The variability model also tries to make a certain distinction by the earlier mentioned separation of artificial smoothing from real smoothing. 

The first one that made a big contribution to the existence of the variability model was Eckel (1981).He developed a conceptual framework in which he suggests that firms can choose accounting variables in order to minimize the variability of their net income. This study by Eckel was based on earlier work that was provided by Imhoff (1977).
Imhoff (1977) was the first one that suggested that income smoothing could be measured by comparing the variance of sales to the variance of income. The purpose of Eckel’s conceptual framework was to separate artificial smoothing from real smoothing. Characteristic of real smoothing is that it always has an underlying economic cause instead of artificial smoothing, where the firm may use some kind of financial instrument with the intention to make his income smoother.  
In an attempt to distinguish firms that smooth their income artificially from real smoothing firms, he wanted to create a measure that can be used to do empirical research on this topic.  He stated that a firm is classified as an income smoother when the coefficient of variation for the one-period change in sales in is greater than the coefficient of variation for the one-period change in income. In symbols: 
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In other words, you check if the variance of ∆S throughout the years in relation to the mean ∆S of the industry is greater than the variance of ∆I throughout the years in relation to the mean ∆I of the industry. This variability model of Eckel will be further discussed in detail in chapter 6.
4.6 
Summary

In this chapter the subject income smoothing has been discussed. Income smoothing has been defined as a form of earnings management that reduce the fluctuations of a streams of reported earnings by inflating low earnings and deflating high earnings. Besides income smoothing can be divided in natural and intentional smoothing. Natural smoothing implies that the steady income stream is a result of economic factors. In contrast, intentional smoothing means that managers of the company have the incentive to manipulate the earnings of the firm.  Intentional smoothing has two categories: the real smoothing and artificial smoothing. Furthermore, the mostly used object of income smoothing is income. The dimensions of income smoothing are also explained and there are smoothing through events occurrence or recognition, smoothing through allocation over time and smoothing through classification. Ronen & Sadan (1981, pp. 18) define a smoothing instrument as ‘’ a variable used by management at its discretion to smooth the object variable’’. 
In addition, the incentives that are founded for smoothing income are explained. These include the minimization of the political cost, minimization of the cost of capital and maximization of the managers’ compensation plans. Thereafter the models are presented for detecting income smoothing. The models can be divided into two groups the accrual models and the variability models. 
5
Previous research
5.1
 Introduction

After a review of the theory that is related to income smoothing as a whole, it is interesting to determine what the impacts of income smoothing are on the firm value. In this chapter some prior studies will be analyzed that will make a clear look of the relation between income smoothing and the firm value. These studies are especially relevant for the owners of firms; the shareholders.  Section 5.2 will explain the relation between firm value and income smoothing. Section 5.3 presents the studies, which have a negative effect on the firm value. Next, the positive effect of income smoothing on firm value will be described in section 5.4. After reviewing those studies, hypotheses are developed for this study in section 5.5. Section 5.6, the summary of this chapter will be given and in section 5.7, the table is given the findings of the previous research. 
5.2  
Relation firm value and income smoothing
Beidleman (1973) finds two reasons why managers will use income smoothing. He state that the belief of management is that dividend and capital gains will provide important information to investors. Thus, by manipulating earnings managers are able to create a stable income stream which is ‘’ capable of supporting a higher level of dividends than a more variable earnings prospect’’ (1973, pp. 654). Hence, the association is that income smoothing will provide a higher dividend payment. This is because the users’ confidence in the company is increased by the stability of the income stream. When a firm is no using income smoothing, investors will consider the fluctuations of the earnings as a measure of the overall riskiness of the firm and this will be higher in contrast by firm that smooth their income. This will influence the investors’ decisions to make an investment, which would be harmful to the value of the firms’ share. 

The studies below will extensively set out the relation between the firm value and the use of income smoothing. Firstly, a study is about the negative effect on the firm value and then a few studies will commented the positive way of income smoothing on the firm value. 
5.3 Smooth earnings decrease firm value


This section will focus on the negative effect relationship between income smoothing and the firm value. Michelson et al. (1995) investigated about the association between income smoothing and the performance market. 
In relation to what is the effect of income smoothing on the value of the firm, Michelson & Jordan-Wagner & Wootton (1995) notified that until that moment little attention was given on what is the effect of income smoothing on the performance in the marketplace. They criticized that this relationship was mainly based on assumptions and not on empirical results. In their effort to determine in this study whether income smoothing is present, they made use of the earlier mentioned detection model of Eckel, which detects income smoothing by measuring the variability of income and sales. The sample of this study contained 358 firms that were mentioned in the Standard and Poor’s 500 Index (S&P 500) on December 31, 1991. Firms that became public during the period or for which complete data was not available were eliminated from the 500 firms. In order to measure the different income variables and sales he used the financial data that is provided by Standard and Poor’s COMPUSTAT from 1981 through 1991 In measuring the performance in the marketplace he used data that contained stock price, return for each stock, the total number of outstanding shares and the SIC codes. (SIC code stands for `Standard Industrial Classification code` and are used to classify the different companies to a certain industry by giving each industry a unique code). These data were collected from the Center for Research in Security Price at the University of Chicago (CRSP). The conclusion of this study is when firms smooth income they will have a significantly lower mean annualized return than firms that do not smooth income. This conclusion gets stronger as the requirements of being an income smoother become harder to be met. Smoothing firms have lower returns, lower risk and are large of size. According to Michelson et al., this indicates that income smoothing lowers the riskiness of firms, which results in lower returns when investing in these firms. 
5.4
Smooth earnings increase firm value
This section will provide evidence form several studies that are related to the positive effect on the firm value by using income smoothing. The following studies will be discussed respectively: Bitner & Dolan (1996), Michelson et al. (2000), Bao & Bao (2004), Subramanyam (1996) and Hunt et al. (2000). 
The study of Bitner & Dolan (1996) gives a basis for the positive relationship between the income smoothing and equity market valuation.  Prior researches are focusing on the detecting of income smoothing and the motivation for smoothing. The incentives for income smoothing are discussed in section 3.4. Several incentives are related to minimization of the political cost, minimization of the cost of capital and maximization of the managers’ compensation plans. According to Trueman and Titman (1988), they explain that the managers of the company will manage earnings to present future debt holders with stable income streams. Thus decreasing the required return of the debt holders and this in turn will lead to a lower cost of capital of the company. The study of Bitner & Dolan (1996) will expand upon the Trueman & Titman (1988) setting of this subject and suggest equity market valuation as a motivation for income smoothing. 
The study of Bitner and Dolan (1996) investigates whether the equity market value smooth income for 218 American firms in the period of 1976- 1980. The market value of the firm is measured by the Tobin’s Q ratio. Bitner & Dolan defined the Tobin’s Q ratio as ‘’ the market value of the firm relative to replacement cost of its physical assets’’. If the Tobin’s Q ratio is greater then one, it implies that the firm is generating economic rents because the market value of the firm is greater then the cost of replacing of the capital assets. If this not true, it is cheaper to purchase existing assets in the financial market than to build a comparable new enterprise. The hypothesis is when a stable income stream lead to a lower cost of capital for investors, then the firm with a stable income stream should have higher Q values, else equal. The results of this study indicate that the financial market show a preference for smooth income stream. This means that the market does value income. 

Michelson et al. (2000) did another study that investigated the relationship between income smoothing and return, five year later after the prior study in 1995 regarding to the same subject. This study in 2000 is a sequel study. Also now, the variability model of Eckel is used to detect income smoothing and the sample contains exactly the same firms and the same variables for measuring performance in the marketplace as in the first study. Different from the first study is that in this case the returns are risk adjusted. So the ´risk´ factor has been eliminated. This time, the authors came to different conclusions than they did the first time. They found that companies that report smoother incomes have significantly higher cumulative abnormal returns than companies that do not. As the requirements of being an income smoother become harder to be met, once again this conclusion gets stronger. When you take the size of the firm into account, the abnormal returns become stronger for the smaller firms and weaker for the larger firms. 

In connection with the previous two opposite conclusions from two empirical studies, Bao and Bao also did research to this topic but with a different approach. The opposite conclusions gave rise to both authors to doubt the applicability of the variability model of Eckel. They were looking for a possible remedy to explain the difference and they proposed that the quality of reported earnings perhaps could be an explaining factor. Earnings quality is related to the ability of annual earnings to persist to the following year. This notion of earnings quality has been used without a similar definition. The U.S. Securities and Exchange Commission has submitted to the importance of this concept in its Accounting Series Release No. 159 as ‘’ the purpose of the explanation of the Summary of Earnings is to enable investors to assess the source and probability of recurrence of net income and thus of earnings quality’’.
Sloan (1996) identifies this persistence of the earnings by dividing earnings into two parts: a cash flow component and an accrual component. These two components will be further analyzed in chapter 6. What it boils down to is that as how greater the earnings exists of cash flows, how greater the persistence of the earnings, how higher the quality of earnings.  Accruals have a low persistence and there have a negative influence on the earnings quality.
In studying the relationship between income smoothing and firm value and when you take the earnings quality into account, theoretically you would expect that when a firm makes use of income smoothing and reports earnings of high quality, this will have a more positive effect on the firm value than when the reported earnings are of a lower quality. Bao & Bao made use of a sample that was divided into four groups: quality earnings smoothers, quality earnings non-smoothers, non-quality smoother and non-quality non-smoothers. The sample contains non-financial firms of which the following data was available in the Research Insight Database: sales and primary earnings per share before extraordinary items (1988-2000), close price per share (1992-2000) and total assets, common equity, net income, outstanding shares, and cash from operating activities (1993-2000). To make the distinction between quality and non-quality, the authors made use of the approach of Sloan (1996) to measure the quality of earnings. In this approach, earnings are split up into two categories: net cash flows from operating activities and accruals. To make the distinction between smoothers and non-smoothers, the authors made use of the earlier mentioned model Eckel.

In their study, the authors came to several conclusions:

· When you do not consider the quality of earnings, there is no significant difference in firm value between the income smoothers and the non-smoothers. In other words, if the quality of earnings of all companies would be the same, income smoothing would not be more advantageous for your firm than not smoothing your income.

-
When you do not consider whether a firm is an income smoother of a firm, the firms with high earnings quality have higher firm values then firms with low earnings quality. The quality of earnings therefore seems to have a positive influence on the firm value.

· Within the group of firms with a high quality of earnings, income smoother seems to create a higher firm value throughout the years. When you look at each year separately, smoothers seem to have a lower earnings quality than non-smoothers.

· Within the group of firms with a low quality of earnings, income smoothers seem to have a higher firm value than the non-smoother. Therefore, it seems useful to smooth your income, even if the quality of your earnings is not high.

From the conclusions above you may deduct that earnings quality plays an important role when studying the relation between income smoothing and firm value. A firm would be well advised to look first at the quality of his earnings before smoothing his income, because smoothing earnings with a low quality seems to make no sense. Income smoothing is only profitable in relation to firm value if the earnings are of a high quality.

According to Subramanyam (1996) the effects of managerial discretion on the pricing of earnings is indirect and mixed in prior studies. There are studies about the impact of the extent of the earnings-returns relation. However, there is no existing literature about the question: do the market price discretionary accruals? Therefore, Subramanyam (1996) want to investigate whether the stock market prices the discretionary accruals. The sample of Subramanyam contained 2808 firms during 1973 – 1993. The data is collected from the Center for Research in Security Prices (CRPS) 1992 and the Compustat 1992 databases. Financial institutions and observations with change in year- end are excluded. The test is restricted to those firms that have a minimum of five successive years of data on all necessary variables. Subramanyam (1996) used the cross- sectional variation of the Jones Model by DeFond & Jiambalvo (1994) to divide the accruals into nondiscretionary and discretionary accruals.  To assess the pricing of discretionary accruals, he used a regression of the discretionary and nondiscretionary components of net income on the stock return. This is consistent with Dechow (1994), who also uses the same approach to examine the value relevance of accrual accounting.  The evidence of the study of Subramanyam (1996) indicates that discretionary accruals are priced by the market. Further, this study suggests that the pricing of discretionary accruals happens because managers use their discretion to improve the ability of earnings to reflect firm value. 
Hunt et al. (2000) also test whether discretionary accruals increases or decreases the earnings informativeness. Because the effect of accounting discretion on the informativeness of earnings is still not clear, this is an important issue and is also signalled before by Subramanyam (1996). The sample of this study is 2.225 firms in a period from 1982 to 1994. All Compustat and CRPS firm- years are used in this study. Furthermore, to obtain greater homogeneity, the researchers exclude financial institutions and service firms, which are likely using accounting methods that have different valuation implications. Foreign firms are also excluded, due to their different accrual accounting practices and implications. Hunt et al. (2000) are using the modified Jones model by Dechow et al. (1995) to estimate the discretionary and nondiscretionary accruals. Subramanyam (1996) also used the model of Jones but with another modified variant.  Hunt et al. (2000) measured the earnings informativeness with the earnings response coefficient (ERC). They want to investigate the relation between income smoothing and market value of equity. Therefore, they perform a regression of the market value of equity on current period earnings. The regression will give the effects of income smoothing on the ERC. The regression result is that lower earnings volatility arising from discretionary accruals is associated with a higher ERC. This higher ERC is associated with a higher market value of equity. Hence, the use of income smoothing lead to a higher market value of equity and in turn, this will present a higher firm value. 
5.5
Hypotheses development

This study is investigating the relation between the use of income smoothing and the firm value. The prior studies in this chapter present several results concerning the effect of income smoothing on the firm value. Although, the sample, the observations years and the methodology in those studies have been used are different. The prior studies have been investigated companies in the United States. Now, it is interesting to investigate the effect of income smoothing on the firm value for European public companies.  Based on the results of the prior studies this section will provide three hypotheses. The study of Bao & Bao will be the fundamental for this research.
Hypothesis 1:
The use of income smoothing will not lead to a higher firm value.
The contrary results of the studies by Michelson et al. (1995 & 2000) imply that there is ambiguous evidence whether the use of income smoothing will have an influence on the firm value. The first study of Michelson et al. (1995) state that concerning an association between income smoothing and the firm value no evidence exists. The second study of Michelson et al. (2000) give evidence that companies report smoother incomes will have a higher firm value than firms that do not.

Because of the contrary results of the studies of Michelson et al. Bao & Bao (2004) also did the same research. This study is focusing on the significant differences between the firm values of the smoother and non-smoother. Bao & Bao (2004) found evidence that between the two groups no significant difference exists. Hence, the use of income smoothing will not lead to a higher firm value. 

The expectation for the European companies will be the same as Bao & Bao, there will not be expecting an association between the group smoother and non-smoother. 

Hypothesis 2: 
The use of income smoothing leads to a higher firm value, taking earnings quality into account

In the second part of the study by Bao & Bao (2004), they have introduced a new variable to explain the relation between income smoothing and the firm value. They took earnings quality into account. After that, a new result has been determined. Considering the earnings quality, the use of income smoothing will lead to a higher firm value.

This hypothesis will be executed for the European companies. The earnings quality will be taken into account only for the smoothers group. The expectation will be the same as Bao & Bao (2004), there will be a significant relation between the use of income smoothing and firm value. 

Hypothesis 3a:
The use of income smoothing in a common country leads to a higher firm value

Hypothesis 3b: 
The use of income smoothing in a code law country leads to a lower firm value
Considering earnings quality as an explanatory variable to explain the relation between the use of income smoothing and the firm value, it is also interesting to test whether the legal system has an influence on the relation between income smoothing and the firm value. The extra explanatory variable legal system will be adopted. The legal system in two groups consists, the common law and the code law countries. The question is whether a company in a common law use income smoothing will lead to a higher firm value. Because the common law do not have a body of codified accounting laws that prescribed in details how each type of transactions should be treated in the accounts. Therefore, the companies have more opportunities to use income smoothing and the managers may have the incentive to enhance the firm value. The expectation is that the companies in the common law countries will have higher firm value when they smooth their income. In contrast, the use of income smoothing in a code law country will had a lower firm value. 
5.6
Summary 

This chapter is a result of prior studies with regard to the relation between the use of income smoothing and the firm value. According to Beidleman (1973), he found that the association between firm value and income smoothing is that income smoothing will provide a higher dividend payment. This is because the users’ confidence in the company is increased by the stability of the income stream. Hence, a positive relation between the firm value and income smoothing has been provided.

Michelson et al. (1995) state that the use of income smoothing will lead to a lower mean of annualized return then firms that do not smooth income. Hence, smoothing firms have lower returns, lower risk and are large of size. According to Michelson et al., this indicates that income smoothing lowers the riskiness of firms, which results in lower returns when investing in these firms. In contrast, another study of Michelson et al. in 2000 shows a difference result. Different from the first study is that in this case the returns are risk adjusted. Hence, the ´risk´ factor has been eliminated. The authors found evidence that companies that report smoother incomes have significantly higher cumulative abnormal returns than companies that do not. When you take the size of the firm into account, the abnormal returns become stronger for the smaller firms and weaker for the larger firms. In connection with the previous two opposite conclusions from two empirical studies, Bao and Bao (2004) also did research to this topic but with a different approach. They introduce earnings quality as an explanatory variable, to test the effect of income smoothing on the firm value. Their conclusion is that firms with high earnings quality have higher firm values comparing firms with low earnings quality. The quality of earnings therefore seems to have a positive influence on the firm value. Furthermore, Bitner & Dolan (1996), Subramanyam (1996) and Hunt et al. (2000) also provide evidence that the use of income smoothing has a positive influence on the firm value. 
After reviewing these studies in this chapter, hypotheses are developed to continue this study to investigate the relationship between the use of income smoothing and the firm value for European countries. The three hypotheses are the following: the first hypothesis is that the use of income smoothing will not lead to a higher firm value. The second hypothesis state that the use of income smoothing also lead to a higher firm value, but in this case taken ‘earnings quality’ into account. The last hypotheses will investigate the effect of the use of income smoothing on the firm value and this time, the legal system in a country will play a role in this part.
5.7 Table of empirical literature review

	Authors
	Object of study
	Sample
	Methodology
	Results



	Smoothing income decrease firm value

	Michelson, Jordan-Wagner and Wootton (1995)
	To test for an association between income smoothing and performance in the marketplace.


	358 firms S&P500

1982-1991


	Coefficient of variation method by Eckel.
	Income smoothing lowers riskiness of firms, which in turn would lead to lower returns for those investing in the firms.

	Smoothing income increase firm value

	Bitner & Dolan

(1996)
	To investigate whether the equity market value smooth income. 
	218 American firms

 1976- 1980
	The market value of the firm is measured by the Tobin’s Q ratio.
	The results of this study indicate that the financial market show a preference for smooth income stream. This means that the market does value income.

	Michelson, Jordan-Wagner and Wootton (2000)
	To test whether the stock market response to accounting performance measures that is related to the smoothness of reported earnings.


	358 firms S&P500

1982-1991

(same sample as for article above)
	Coefficient of variation method by Eckel
	Companies that report smoother incomes have significantly higher cumulative average abnormal returns than firms that do not.


	Authors
	Object of study
	Sample
	Methodology
	Results



	Smoothing income increase firm value

	Bao and Bao (2004)
	To test whether lower variability of earnings does not guarantee income smoothers’ higher firm value.


	12,651 firms 

Research Insight Database

1988-2000
	Coefficient of variation method by Eckel and method of Sloan in detecting earnings quality
	When the volatility of earnings is small, this does not guarantee a higher firm value because the earnings quality also must be considered.

	Subramanyam (1996)
	To examine whether the stock market prices influence the discretionary accruals.
	2808 firms

CRPS 1992 and the Compustat 

1992 databases

1973-1993
	Cross- sectional variation of the Jones Model by DeFond & Jiambalvo (1994)

Regression of the discretionary and the nondiscretionary components of the net income on the stock return.
	Discretionary accruals are priced by the market.

	Hunt, Moyer and Shevlin (2000)
	To examine whether discretionary accruals increases or decreases the earnings informativeness.


	2225 firms

CRPS and Compustat 

1982- 1994
	Modified Jones model by Dechow et al (1995)

ERC
	The regression results that lower earnings volatility arising from discretionary accruals is associated with a higher ERC. This higher ERC is associated with a higher market value of equity. We can conclude that discretional accruals increase the earnings informativeness.


6 
Research Design
6. 1
Introduction
The previous chapters had the aim to focus on the usefulness of income smoothing, for both the firms and the shareholders. The contrary results of the studies done by Michelson et al. were also a motive to do further research on this topic. The research of Bao & Bao has been taken as the basis for this study, but with two adjustments. The sample exists of European  listed public companies in the countries France, Germany, Sweden and the Netherlands (code law countries) and England, Wales, Ireland and Northern Ireland (common law countries). The second adjustment is that the sample years of Bao & Bao have been updated to a more recent period, which is from 2001 until 2007. Bao & Bao investigated at the period from 1994 until 2000 and this research would be of more relevance if it were based on recent years. 
The remainder of this is chapter will be as follows. Section 6.2 will describe the type of this research. The methodology of this study will address in section 6.3. Firstly, the distinction between smoothers and non-smoother will be made, using the variability model of Eckel. Then the classifying of firms into high and low earnings quality firms will be commented. Next, the relation between income smoothing and the firm value will be tested by a regression analysis. Section 6.4 will explain the sample for this study. After that, the summary will be presented in section 6.5. 
6.2 Type of research
This study has an exploring nature, so it is defined as an exploratory study. In general, many of researches are performed to explore a subject. It starts which the researcher has to familiarize with the subject and then the researcher has to investigate the subject more in detail. This approach occurs when a researcher investigate a new interest. In the beginning of an exploratory study, the theory and hypotheses are unknown.  Hence, this study is focusing on the development of a theory and the hypotheses. Besides that, to conduct an exploratory research its may give you answer about the associations or differences between features within a specific group. 
According to Babie (2007), exploratory studies are typically conducted concerning three purposes:

1) ‘’to satisfy the researcher’s curiosity and desire for better understanding’’

2) ‘’to test the feasibility of undertaking a more extensive study’’

3) ‘’ to develop the methods to be employed in any subsequent study’’.

In the beginning of this study, a literature review has been done about the topic income smoothing. The interest cases to the impact of the use income smoothing on the firm value. The study of Michelson et al. (1995) is related to the negative effect of the use of income smoothing. The other studies present evidences that the use of income smoothing will related to a higher firm value. Hence, this study will give an answer about the relation between the use of income smoothing and the firm value. 
Furthermore, the methods of this study will be a desk research. This means that gathering of information will be on existing data. This will be explained further in detail in section 6.4. 

6.3
 Methodology  
As signalled in the introduction, before testing the relationship between the use of income smoothing and the firm value, the sample will be firstly divided two times. The classification into smoothers and non-smoothers will be firstly discussed and then the classification into firms with high earnings quality and firms with low earnings quality. This section will end by explaining how the relation between income smoothing and the firm value are determined. 
6.3.1  
Step 1: Classifying smoothers and non smoothers

When analyzing the results of this research, a conclusion will be drawn that are related to that part of the sample where income is being smoothed. Therefore, the sample must be divided into two groups: smoothers and non-smoothers. To give an impression about how income smoothing can be measured, section 4.5 shortly discussed two models that are able to measure income smoothing: the accrual model and the variability model. Since this research is related to the one that has been done by Bao & Bao, also now the variability model of Eckel (1981) is used to determine which firms are income smoothers. To interpret the results of this study in a proper manner, the variability will be discussed in detail below.

Eckel based his variability model on the framework that was provided by Imhoff (1977). The starting point of Imhoff’s study is summarized by the following equation: income = a + β (time) and sales = a + β (time), i.e. he uses a regression analysis to determine the two important variables of the variability model on time. The next step was identifying a variable that is related to the variability of income and sales. He made use of the R² of both regressions as a proxy for this variability. To determine whether a firm can be classified as income smoother, Imhoff applied two criteria:

1) we define smoothing to be a smooth income stream and a weak association between sales and income, or

2) a smooth income stream and a variable sales stream. 
(Imhoff, 1977; pp. 92)
Eckel identified two difficulties on this conceptual framework. First, it is unclear, in which way to establish how smooth a smooth income stream is, how weak an association between sales and income is and how variable a variable sales stream is. In his study, Eckel attempts to deliver a remedy for this imperfection. Second, Eckel doubts the applicability of R² as a measure of variability. 

In his conceptual framework, Eckel suggests that a firm that smooth income selects a number of variables whereby the total effect of these variables should minimize the volatility of the reported income. This selection of variables refers to an important element of the study by Eckel that only his study attempts to identify artificial smoothing. The other two types of smoothing (natural smoothing and real smoothing) do not accept a certain selection of variables, because “natural smoothness is not the result of any overt actions on the part of management, and real smoothing represents an underlying economic reality” (Eckel, 1981, pp. 32). These types do not occur when a firm selects a number of variables, because selecting variables is always related to artificial smoothing. Eckel stated that studying income smoothing should not be about measuring the degree of variability in the reported income over time, but looking if the variability of this reported income is a result of actions taken by the management to distort the representation of economic income by reducing the variability of the reported income.

To use this new view on measuring income smoothing in practice, Eckel formulated four premises (1981, pp. 33):

1. 
Income is a linear function of sales: Income = sales — variable costs – fixed costs.

2. 
The ratio of variable costs in dollars to sales in dollars remains constant over time.

3. 
Fixed costs may remain constant or increase from period to period, but may not be

reduced. 

4. 
Gross sales can only be intentionally smoothed by real smoothing; that is, gross

sales cannot be artificially smoothed. 

Eckel (1981, pp. 33) state: “the premises are general in nature and are assumed to be reasonable representations of real world phenomena.”  In being able to use these premises in empirical research, they need to be translated in mathematical symbols with the purpose to realize a framework that is useful by doing empirical research. Eckel achieved this by taking the first premise as a starting point:
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Eckel made the following assumptions:
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The fixed costs are always greater than zero
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See premise three
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The ratio of variable costs to sales cannot be smaller than (or equal) to zero and not greater than (or equal to) one
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See premise two CV ∆s ≤ CV ∆I

With the help of these assumptions, Eckel came to the following conclusion:
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In symbols: 
CV = 
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, where 
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CV ∆I = the coefficient of variation for the change in income time-series.

This term has the same composition as the previous term, only now ‘sales’ is replaced by ‘income’.

In words, CV ∆s is the coefficient of variation for the change in sales time-series. The change of sales will be estimated by sales year t minus sales year t-1. 
Each year, the total sales will encounter a certain change when looking at total sales of the previous year. When you study a period of e.g. twenty years, you can analyze twenty of certain changes in sales. ∆s represents these changes. CV is a descriptor for the variation between al those annual changes in sales. It represents the way the annual changes vary during the period.  

When this equation is applicable to a firm in the sample, the assumption exist that this firm uses income smoothing on an artificial way; the only type of income smoothing where this research is interested in. Both mean values of the coefficients of variation are based on the coefficients of variation for the industry the firm belongs. In this study, the classifying of the firms into industries will be in the same way as the database Thomson One Banker does. The division of the industries is show in table 6.1. 
Table 6.1 
Industry code from Thomson one Banker

	ICB code
	Industry

	1000
	Basic materials

	3000
	Consumer goods

	5000
	Consumer services

	8000
	Financials 

	4000
	Health care

	2000
	Industrials

	0001
	Oil & Gas

	9000
	Technology

	6000
	Telecommunications

	7000
	Utilities


In this research design, an indicator variable is used to split up our sample into smoother & non-smoothers. These indicator variables are:
-
Smoothers  
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Indicator variable 1
-
Non-smoothers 
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Indicator variable 0
Because this study is concerning seven observation years and a company may for example classify for 3 years as a smoother, then an assumption has to make. When a company is qualified for four of the seven years as a smoother. Then that firm is definitely classified as a smoother firm. 

6.3.2  
Step 2: Classifying high earnings quality firms and low earnings quality firms
One of the purposes of this study is to draw conclusions about the role of earnings quality in relation to income smoothing and firm value. To analyze the influence that earnings quality has on this firm value, you should also split the sample into two other groups: high earnings quality firms and low earnings quality firms. For the smoothers group, there will be looking whether there are differences in firm value when earnings quality is taken into account. 
Splitting the sample in those two groups, high earnings quality firms and low earnings quality firms, requires the use of a measure. In this study, the approach of Sloan (1996) is used that divides earnings into two components: accrual component and cash flow component. In symbols, the relation between both components is as follows:

(1)
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(Sloan, 1996; pp. 294) 

(The average total assets are calculated by total assets year-end plus total assets begin year divided by two.)
In calculating total earnings, the operational income is used as a measure. Distinctive about this income is that items that only appear once, the so-called non-recurring items, are excluded by this income. This results only in elements of income that are related to the ordinary operations of a business. These non-recurring items are not related to the daily operations of a firm. Examples are the sale of a subsidiary and the payments in connection to a lawsuit. By taking the income from continuing operations you are able to better compare the earnings from consecutive sample years, because the non-recurring items ‘disturb’ the annual earnings.

Regard to the equations above, the focus is on equation two, to calculate the cash flow component since Sloan (1996) states that this component is a variable for measuring the persistence of earnings. As signalled in section 5.2, this persistence is a measure for determining the quality of earnings. 
Before being able to calculate this cash flow component, first the accruals need to be determined. For this purpose, Sloan (1996, pp. 293) uses the following equation: 

(4)

Accruals = 
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(Changes of the variables above are calculated by year t – year t-1) 

The purpose of this equation is to calculate the change in earnings by taking current assets as starting point. Since accruals measure the difference between earnings and the cash flow, you are interested in the difference between the changes in both elements. The change in earnings is included by the change in equity and therefore this equation aims to calculate the change in equity. To be sure that you calculate the accruals, the change in cash (
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) has to be excluded from the current assets. The change in current liabilities (
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) is excluded, because this ensures you that the focus is on the change in equity. The change in debt included in current liabilities (
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) is excluded from accruals since this is related to financing transactions and therefore is no part of the operating transactions. Hence, this part of the change in equity has to be excluded. The change in income taxes payable (
[image: image44.wmf]TP

D

) is excluded since this also is not a part of the operational income. At last, the depreciation and amortization expenses are also excluded. 

Since this study will split the sample into firms with high earnings quality and firms with low earnings quality, there need a measure that classifies these firms into both groups. Bao & Bao (2004) state a firm with high earnings quality has a cash flow content of the earnings that is higher than the mean cash flow content of the earnings for the total sample. For example, is the mean cash flow content is 60%, a firm with a cash flow content of 70% meets this criterion.
This result in the following allocation of indicator variables:
-
High earnings quality

CF content > mean CF content

Indicator variable=1

-
Low earnings quality

CF content ≤ mean CF content

Indicator variable=0
The classification during the seven observation years may be different, consequently the selected companies will be classified as a high earnings quality firm when they in the selected seven years meet four or more classification as a high earnings quality firm.

6.3.3 
Step 3: Regression analysis
In the previous two steps it has been discussed about in which way to characterize firms as being smoothers (or not) and firms with high (or low) earnings quality. Next, finally the effect of income smoothing on the firm value will be determined by regressing stock price to earnings. The multivariate regression model in SPSS will be used to test this effect, because this model made it possible to examine the relationship between a dependent variable, in this case the stock price, and a set of independent variables.  First, in hypothesis one, the focus will be on the differences between the results of the smoothers and non-smoothers. This will be done without considering the earnings quality. Hypothesis 2 will provide the same research, but the earnings quality will also take into account. Hypothesis 3 will test whether the legal system has an influence on the firm value for firms who use income smoothing. 
The regression analysis of the research is presented by the following equation (Bao & Bao, 2004; pp. 1534):
Pt = α₁ + β₁ Et + εt 
where  

P 
= ending price per share normalized by beginning price per share normalized by beginning price per share (= average price of the share) 
α₁ 
= the intercept

β₁ 
= the coefficient of earnings. The coefficient gives the association between earnings and stock price. When the coefficient of earnings is positive this will lead to a positive relation between the earnings and stock price. Thus, the earnings have influence on the stock price.

E 
= earnings per share normalized by beginning price per share and is measured by net income divided by the average outstanding common stock.

 ε 
= error term. It represents unexplained variation in the dependent variable. 
As you can see, the stock price is the dependent variable. The independent or explanatory variable is the variable earnings per share. In order to better compare the smaller firms with the larger firms, the variables have been scaled. When scaling is been omitted, the larger firms will have a disproportionate big influence on the results. 
Indicator variable

With the intention to investigate, whether significant differences exist between the groups of smoother and non-smoother (note that earnings quality is not considered yet). Firstly, the regressions equation for the groups of smoother and non-smoother will be formulated. Therefore, an indicator variable (SM) will be implemented in the regressions. This results in the following regression (Bao & Bao, 2004; pp. 1534): 
Pt = α₁ + β₁ Et + β₂ (SM x Et) + εt


Smoothers: SM= 1
Non-smoothers: SM= 0

For sample group one (the smoothers), filling in 1 for the variable SM results in the following regression: E (Pt) = α₁ + (β₁ + β₂) E (Et). For sample group two (non-smoothers), filling in 0 for the variable SM results in:  E (Pt) = α₁ + β₁ E (Et). The difference between the two groups can explain by the coefficient β₂. The coefficient β₂ has been eliminated in the second equation by the non-smoothers, because Pt = α₁ + β₁ E t + β₂ (0 x Et) + ε t. If it turns out that (β₁ + β₂) is significantly greater than β₁ (that is β₂ is positive), you may conclude that smoothers are realizing a higher firm value than non-smoothers. However, these regressions will also expand with control variables. 
Control variables

According to research of Bao & Bao (2004), the following control variables also have an impact on the stock prices. Therefore, they will be implemented in the regression. The first control variable is ‘firm size’ (measured by total assets (TA)), because the size of firm may have a positive or a negative effect on determining the earnings. Moses (1987) has shown that larger firms have a greater incentive to smooth income. He explained that large earnings increases might be a result of a monopolistic practice. Further, a decrease of large earnings may be perceived as a crisis. Hence, large firms will try to avoid this by using income smoothing. Second, the debt to total assets ratio (DETA) will be used as a control variable. Ryan et al (2002) provide evidence that there is a positive relation between earnings variability and a firms’ cost of capital. When the firm uses income smoothing, the earnings variability will be smaller than for non- smoothers firms. This implies that firms with smaller earnings variability also have smaller risks. This smaller risk can be measured by the DETA ratio. Hence, lower cost of capital also leads to a higher firm value. Therefore, the DETA will be implemented to exclude this effect. Third, dummy variables for years are also included in the regression. Dummy variables for years are used to control the variations between the years. Fourth, the legal system will become also a control variable in the regression. It is interesting to know whether the legal system of countries has an impact on the level of income smoothing. The variable for code law and common law will be used as a dummy variable. If a country is a code law, the variable CODE will get a one and if it does not it will have a zero. It also the same for a common law country, the variable COMM will be used. 
Hypothesis 1

After estimating the indicator variable and the control variables, the effect of the use of income smoothing will be tested on the change of the share prices (firm value). These are the following final regression equations:   
 Regression equation:

(Bao & Bao, 2004; pp. 1539)
where
DETA 
= debt- to - total assets ratio and is measured by the total liabilities divided by the total assets

TA 
= total assets 
Y01 
= a dummy variable; when applying this regression for the year 2001, this variable equals 1 for 2001 and all the others equal 0. Other dummy variables for years are similarly defined. 
To answer the question whether the explanatory variables lead to a higher or lower stock price (hypothesis one), the coefficients (β) of the explanatory variables have to been calculated. The coefficients (β) will give the relation between the stock price and the explanatory variables. Thereby, it is also relevant to estimate the t- statistics to determine the significantly of the explanatory variables. In addition, the adjusted R² have been calculated, this is the explanatory power of the model. When the β is positive and significant, then there is a positive association between the explanatory variable and the dependent variable. 
It is interesting to make a prediction about whether the explanatory variables will influence the stock prices before the analysis of this study has been done. According to the results of Bao & Bao (2004, p1539) the expectation is that earnings per share (E & EC) has a positive and significant impact on the stock price. The regression coefficient for the indicator variables (SM x E & SM x EC) between smoothers and non-smoothers, are not significant. This means that smoothers do not have impact on the stock price, thus there is not a higher or lower firm value when income smoothing are used. The prediction is that the income smoothers in this research will not affect the firm value. Results from Bao & Bao have shown that the debt to total assets (E x DETA & EC x DETA) is negative and associated with stock price and the size of the firm (E x TA & EC x TA) is positively associated with stock price. Therefore, the coefficients of DETA and TA will be also significant. At last, the coefficient of the dummy variable (Y) is also expected that they also have an association with the stock price.   
Hypothesis 2
When the association between income smoothing and stock price is determined, the variable ‘earnings quality’ are initiated to test whether earnings quality firms has impact on the firm value.  The same regressions are used as for the smoothers group, but now with a new indicator variable. The new indicator variables (EQ) will be used to compare the price earnings relation between the firms with high earnings quality and firms with low earnings quality. These new regression analyses will be applied to the groups of smoothers. 
The regression equation will be the following:

(Bao & Bao, 2004; pp. 1541)
where
EQ = indicator variable: it equals 1 for high earnings quality firms and 0 for low earnings quality firms.

Also according to the results of Bao & Bao (2004), the regression coefficients for the indicator variables (EQ x E) are positive and significant. They make a conclusion that high quality earnings firms do have a higher price earnings multiple than low-quality firms.  Thus, the expectation will be that quality earnings firms have influence on the stock price.  
Hypothesis 3

Hypothesis 3 is an expansion of the prior two hypotheses. This time a new control variable is added to the regression equations. Regression 3 wills adding the dummy variable LAW to determine the influence of income smoothing on the firm value for the smoothers group. When the regression is about the common law, dummy variable has the form of zero and for code law the dummy variable has the form of one. The legal system will split up into the common law and code law regression. This will be done in the statistics program SPSS. 
The regression equation will be the following:


LAW
= a dummy variable; when this is regarding to a code law country, this variable equals 1 and when is regarding to a common low country this will be equal to 0

6.4 Sample

The data of the sample is selected from the database Thomson One Banker. Thomson One Banker is an interface to the financial data time series from stock exchange listed corporations worldwide. The sample of this study will only contain the stock exchange quoted companies in the European Union. The members of the European Union that include in the sample are France, Germany, Sweden and the Netherlands (code law countries) and England, Wales, Ireland and Northern Ireland (common law countries).
To select the sample size, a few criteria are been used. The criteria are as follow:

1) Data about the sales and primary income before extraordinary items are available in Thomson ONE banker, for the period 2000-2007

2) All the remaining data is also gathered from Thomson ONE Banker, now for the period 2000-2007

Criterion 1 is used to calculate coefficient of variation for one period change in sales and coefficient of variation for one period change in earnings. In order to calculate the coefficient of variation for one period change in sales and coefficient of variation for one period change in earnings, we need the mean values of these coefficients of variation for their industry. Each firm is classified into an industry and thereby the classification of Thomson ONE Banker will be followed. This database distinguishes the following industries: basic materials, consumer goods, consumer services, health care, industrials, oil & gas, technology, telecommunications and utilities.

The whole sample consists of 4881 companies. The sample will exclude financial firms (ICB code 8000), because the accounting methods they used have different valuation implications. After excluding the financial companies, the sample will be 3471 firms in the European Union. 

Before these data are actually used for this research, there need be elimination for firms from the sample of which insufficient data is available. Therefore, criteria are drawn to be a firm that is useful in the research. In becoming a useful firm in the sample, all firms need to be examined by the next step-by-step plan:

1. It is necessary that a firm can be classified into a smoother or a non-smoother. Requirements: data on sales and income (with no omissions) during 2000 until 2007. Yes? > step 2

No? > eliminated

2. Able to measure firms’ earnings quality. Requirements: data on current (total) assets, cash, current liabilities, debt, income taxes payable, depreciation and amortization expenses and operating income (with no omissions) from 2000 till 2007. 

Yes? > step 3

No? > eliminated

3. The possibility to perform a regression on the next data: price per share, earnings (net income), debt-to-total assets ratio and current (total) assets. Requirements: available data (with no omissions) during the period 2000 until 2007. 
No? > eliminated.

Finally, after eliminating the bias in the data, the final data will be 400. The test period of the sample is 2001-2007. In the study of Bao & Bao (2004), the sample period is 1994-2000. Although this period is a little out of date, this study will focus on a more recently period. The duration of the study period is seven years, similarly as Bao & Bao (2004) and the same criteria are been used for the selection of the sample size, mentioned earlier. Below the overview will give the estimating of the sample.
Table 6.2 Overview of estimating the final sample

Completely sample (public firms)
: 4881
Excluding financial firms

: 1410 -/-





  
  3471
Excluding firms with bias

  3071 -/-

Final sample



:   400
6.5 Summary
This chapter presented the research design, including the methods that are used in this study. The purpose of this study is to find an answer to the research question: ‘’ Does the use of income smoothing lead to a higher firm value?’’. Three steps have to follow by answering the research question. Step one, the sample has to classify into the smoother and the non-smoothers. This is done by using the approach of Eckel (1981). A firm is classifying to a smoother when the coefficient of variation for the change in sales must be greater then the coefficient of variation of the change in income. Step two, the sample also have to classify into high and low earnings quality firms. The approach of Sloan (1996) has been used to classify the firms. Bao & Bao (2004) state a firm with high earnings quality has a cash flow content of the earnings that is higher then the mean cash flow of the earnings for the total sample. Step three, to determine the relation between income smoothing and the firm value, a multiple regression model has been adopted. The data of the sample is gathering from the database Thomson one Banker. The sample of this study will only contain the stock exchange quoted companies in the European Union. The members of the European Union that include in the sample are France, Germany, Sweden and the Netherlands (code law countries) and England, Wales, Ireland and Northern Ireland (common law countries). The sample period will be from 2001- 2007. 

7 
Empirical results & analysis
7.1
Introduction
Where chapter 6 has provided the research design, this chapter will present the empirical result of the statistical tests. Firstly, the descriptive analysis of the smoothers and non- smoothers group will be described. Secondly, the descriptive analysis of the high and low earnings quality will be commented. Thirdly, the descriptive analysis of the legal system also presented. Finally, the results of the regression analysis will be described to answer the question whether the use of income smoothing will lead to a higher firm value.
7.2 Smoothers and Non- smoothers 
Firstly, the model of Eckel classifies the companies into smoothers and non-smoothers. A firm will be classifies as a smoother when the coefficient variation for the change in sales is larger than the coefficient variation for the change in income. The research sample mentioned in section 6.4 shows the final sample is 400 firms. Adopting the model of Eckel, 173 firms are classified as a smoother firm, firm that is using income smoothing and 227 firms are classified as non- smoothers. Before the descriptive analysis are execute there is a need to eliminate outliers. Outliers are extreme variables that will create bias in the dataset. To eliminate the outliers, the Z-scores are measured, when a Z-score is above the 3,29%, there is a need to eliminate this outlier (Field 2005, pp). 116 firms have a Z-score above the 3,29% and these firms are eliminated from the data. After eliminating the outliers, the final sample will be 284 firms, which of 160 firms are smoother firms and 124 are non- smoother firms.  Table 7.1 will give an overview of the final sample. 
Table 7.1 Overview of the final sample excluding the outliers
Final sample in section 6.4 

:400

Outliers




:116 -/-

Final sample



:284 
( 124 NSM x 7 =   868 firm years




              

         
(160     SM x 7 = 1120 firm years

The total sample consist of 1988 firm years (284 years multiply by seven observations years), which of 1120 firm years for the smoothers and 868 firm years for the non-smoothers. Appendix A will show the list of companies that are classified in smoothers and non- smoothers.  

Next, the descriptive analysis of the smoothers and non-smoothers will be presented. In addition, an independent sample t- test will be executed. The independent sample t-test is a test using the t-statistic that establishes whether two means collected from independent samples differ significantly (Field, 2005; pp. 734). The test will show whether the mean, in this case the firm value (P), between the group of smoother and non- smoothers are differ significantly from each other. 
After the independent t- test, the Pearson correlation matrix will be accomplished. This matrix looks at all the internal effects that variables have on each other within a regression analysis. A significant correlation means that there is a relation exists between two variables, but this does not mean that there is talk of causality. The correlation coefficient will give the degree of the association between two variables. Table 7.2 and 7.3 will present the descriptive analysis of the smoothers and non- smoothers group. 
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In this study, the main question is to investigate the relation between the use of income smoothing and the firm value. Hence, the firm value (P) is the dependent variable in this analysis. The stock price at 31 December is used as a proxy for the firm value, already mentioned in section 2,5. The tables 7.3 and 7.4 show that the firm value for the non- smoothers (P = 11,05) is larger than the firm value for the smoothers (P = 8,91). This may suggest that the non- smoothers has a higher firm value and therefore using income smoothing will not lead to a higher firm value, which is consistent with the study of Bao & Bao (2004). However, other prior research found evidence for a significant relation between the use of income smoothing and the firm value. Table 7.4 and 7.5 shows the results of the independent- sample t-test.
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The results above shows that the group Non- smoothers have a significant larger mean than the group smoothers. The presumption can make that the group non- smoothers has a significantly higher firm value than the smoothers group. This will be proven by the sample t-test below. 
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The independent t-test shows a significant relation (significance level of 0,000) between the two means of the smoothers and non-smoothers group. This means that the firm value (P) is significant differ between the both groups. Hence, the non-smoothers group has a higher firm value than the smoothers group. Table 7.6 will give the results of the correlation matrix of both groups, the smoothers and the non- smoothers. 
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In this research, the focus is on the use of income smoothing. The variable SM will be the most important explanatory variable. In the regression analysis, the most important relation will be between the use of income smoothing (SM) and the firm value (P). The correlation between the firm value (P) and the use of income smoothing (SM) shows that the correlation is insignificant with a correlation coefficient of -0,086. This implies that the variable smoothers (SM) are not associated with the firm value (P). This is consistent with the study of Bao & Bao (2004) when earnings quality is not considering, the smoothers group will not have a higher firm value. 
However, the earnings per share (E), debt to total assets (DETA), total assets (TA) have a significant and positive relation with the firm value (P). The dummy variables that present the years 2002, 2003 and 2004, have a significant but a negative correlation with the firm value. The years 2006 and 2007 have a significant and positive correlation with the firm value. There only exists an insignificant relation between the dummy variable years 2001 and 2005. 
Moreover, it is also interesting to investigate the relationship between earnings per share (E) and the variable smoothers (SM). Because it is concerning an interaction between two explanatory variables, an interaction effect describes whether a variable has influence on the other variable. The correlation between earnings per share (E) and the smoothers (SM) is not significant. The earnings per share (E) is significant but negative correlated to the debt to total assets (DETA). Total assets (TA) is significant and positive correlated to the variable earnings per share (E). Table 7.7 presents an overview of the correlation between the variables.
Table 7.7 Correlation results Smoothers VS Non- smoothers

	Correlation between
	Significance
	Correlation 

	the variables:
	 
	coefficient

	P
	&
	E
	YES
	POSITIVE

	P
	&
	DETA
	YES
	POSITIVE

	P
	&
	TA
	YES
	POSITIVE

	P
	&
	SM
	NO
	NEGATIVE

	P
	&
	Y01
	NO
	NEGATIVE

	P
	&
	Y02
	YES
	NEGATIVE

	P
	&
	Y03
	YES
	NEGATIVE

	P
	&
	Y04
	YES
	NEGATIVE

	P
	&
	Y05
	NO
	POSITIVE

	P
	&
	Y06
	YES
	POSITIVE

	P
	&
	Y07
	YES
	POSITIVE

	E
	&
	SM
	NO
	NEGATIVE

	E
	&
	DETA
	YES
	NEGATIVE

	E
	&
	TA
	YES
	POSITIVE


Based on the variables, the correlation only implies that an association exists between two variables. Hence, this will not imply a conclusion about the direction of the firm value (increasing or decreasing). To determine the direction of the explanatory variables on the dependent variable, the regression analysis in section 7.5 will be applied.
7.3
High and low earnings quality firms
To investigate whether earnings quality has an influence on the firm value when a firm is using income smoothing there is a need to classify the smoothers group into firms with a high earnings quality and firms with a low earnings quality. Earnings quality is measured by the model of Sloan. When the cash flow component of a firm is larger than the cash flow component of the mean industry then the firm is classify as a high earnings quality firm. The result of the classifying is as follow, the group smoothers consist of 160 firms. 44 firms of the selected firms belong to the low earnings quality firms, which means 308 firm years (44 x 7 observation years). The high earnings quality firms consist of 116 firms with 812 firm years (116 x 7 observation years). Table 7.8 and 7.9 will provide the results of the descriptive analysis of the low earnings quality firms and the high earnings quality firms, respectively. 
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The mean of the firm value (P) of the high earnings quality firms (P = 10,21) is larger than the mean of the low earnings quality firms (P= 5,48). This will imply that the firms regarding with high earnings quality will have a higher firm value. The presumption can be drawn that firms with a high earnings quality may have an influence on the firm value. Before the regression analysis has been executed, the association between the variables have to be determined first. Table 7.10 shows the results of the correlation of the variables. 
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To investigate whether earnings quality has influence on the firm value, the main explanatory variable is the earnings quality (Q). Therefore, the most important relation is defined between earnings quality (Q) and the firm value (P). The results describe that earnings quality is significant (significance level = 0,000) and positive (correlation coefficient = 0,175) correlated to the firm value. Consequently, the association between P and Q is 0,175 strong. In addition, the results suggest that earnings quality has an impact on the firm value, this is in line with the study of Bao & Bao (2004). 

The others variables, earnings per share (E), debt to total assets (DETA) and total assets (TA) also have a significant and positive correlation with the firm value (P). The variables of the years 2002 and 2003 show a significant but a negative correlation. Years 2006 and 2007 shows a significant but a negative correlation. Finally, the years 2001, 2004 and 2005 do not have a correlation with the firm value. 

Moreover, earnings quality (Q) and total assets (TA) is significant and positive correlated with the earnings per share (E). Debt to total assets (DETA) is not correlated with earnings per share (E). Table 7.11 shows the correlation result between the variables regarding to earnings quality. 
Table 7.11 Correlation results Earnings quality firms

	Correlation between
	Significance
	Correlation 

	the variables:
	 
	Coefficient

	P
	&
	E
	YES
	POSITIVE

	P
	&
	DETA
	YES
	POSITIVE

	P
	&
	TA
	YES
	POSITIVE

	P
	&
	Q 
	YES
	POSITIVE

	P
	&
	Y01
	NO
	NEGATIVE

	P
	&
	Y02
	YES
	NEGATIVE

	P
	&
	Y03
	YES
	NEGATIVE

	P
	&
	Y04
	NO
	NEGATIVE

	P
	&
	Y05
	NO
	POSITIVE

	P
	&
	Y06
	YES
	POSITIVE

	P
	&
	Y07
	YES
	POSITIVE

	E
	&
	Q
	YES
	POSITIVE

	E
	&
	DETA
	NO
	POSITIVE

	E
	&
	TA
	YES
	POSITIVE


7.4
Legal system
Table 7.12 and 7.13 will give the results of the descriptive analysis of the common law and code law country: 
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The firm value in the common law country give a mean of 3,68. The code law country shows a mean of 17,85 of the firm value. The firm value in the code law country is larger than the firm value in the common law country. This implies that the companies in the code law country have a higher firm value when using income smoothing than the companies in a common law country. This is not in line with the expectation that were developed in the hypothesis three a. Table 7.14 will show the correlation matrix of the legal system. 
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To investigate whether the Legal system (common and code law) will have an influence on the firm value. The main explanatory is in this part is the variable LAW. After determining the degree of association between two variables, the regression analysis can be accomplished to establish the beta coefficient. 
The correlation between the stock price (P) and the legal system (LAW) is significant and positive, significance level is 0,000 and correlation coefficient is 0,566. This may imply that the legal system has an impact on the firm value. However, this is about the legal system as whole, including code law and common. Further, in section 7.5, the legal system will be split up into the common law and code law group, to determine the influence of each group on the firm value.  
Furthermore, the E, DETA and TA are significant and positive correlated with the firm value. The variable of the years 2002, 2003, 2006 and 2007 are also significant correlated, respectively for the two first years negative correlated and the least two years positive correlated.   The other years 2001 and 2005 are not correlated with the firm value (P). 
The correlation between earnings per share (E) and legal system (LAW) is significant, this is also for the earnings and total assets (TA). At last, there is no correlation between earnings per share (E) and debt to total assets (DETA). 

Table 7.15 Correlation results Legal system
	Correlation between
	Significance
	Correlation 

	the variables:
	 
	coefficient

	P
	&
	E
	YES
	POSITIVE

	P
	&
	DETA
	YES
	POSITIVE

	P
	&
	TA
	YES
	POSITIVE

	P
	&
	LAW
	YES
	POSITIVE

	P
	&
	Y01
	NO
	NEGATIVE

	P
	&
	Y02
	YES
	NEGATIVE

	P
	&
	Y03
	YES
	NEGATIVE

	P
	&
	Y04
	NO
	NEGATIVE

	P
	&
	Y05
	NO
	POSITIVE

	P
	&
	Y06
	YES
	POSITIVE

	P
	&
	Y07
	YES
	POSITIVE

	E
	&
	LAW
	YES
	POSITIVE

	E
	&
	DETA
	NO
	POSITIVE

	E
	&
	TA
	YES
	POSITIVE


7.5  
Results of the regression analyses
This section provides the results of the regression analyses that answer the main question whether the use of income smoothing will lead to a higher firm value.
Table 7.16 shows the results of the following regression analysis:

(1)
Pt = α₁ + β₁ Et + β₂ (SM x Et) + β₃ (Et x DETAt) + β₄ (Et x TAt) + β₅ Y01 + β₆ Y02+ β₇ Y03+ β₈ Y04 + β₉ Y05 + β₁₀ Y06 + β₁₁ Y07 + εt  


[image: image56]
R Squared = 0,358 (Adjusted R squared = 0,353)

Based on the results above, the variable SM shows a significance level of 0,070. This implies that the smoothers group do not have an influence on the firm value (P). This conform the results of the correlation matrix, the variable SM is not correlated to the firm value (P). The coefficient of the interaction between earnings and the use of income smoothing (E*SM) shows a significance level of 0,072, it is also insignificant. The conclusion can be drawn that the use of income smoothing will not lead to a higher firm value. 


Moreover, table 7.16 shows that the other explanatory variables are significant, except the variables Y01, Y05, Y06 and Y07.  The Adjusted R Squared will tell us that 35,3% of the variation in the firm value is explained by the explanatory variables. 

The conclusion is that income smoothing will not lead to a higher firm value is consistent with the study of Bao& Bao (2004). However, this result is not confirming the other prior studies. The other studies present evidence that the use of income smoothing will lead to a higher firm value. The difference maybe cause by the sample, the prior researches is concerning companies in the United States. Furthermore, the prior research of Subramanyam (1996) and Hunt et al. (2000) have used the Modified Jones model to detect income smoothing.  
Table 7.17 presents the results of the next regression equation:

(2) 
Pt = α₁ + β₁ Et + β₂ (EQ x Et) + β₃ (Et x DETAt) + β₄ (Et x TAt) + β₅ Y01 + β₆ Y02+ β₇ Y03+ β₈ Y04 + β₉ Y05 + β₁₀ Y06 + β₁₁ Y07 + εt


[image: image57]
R Squared = 0,440 (Adjusted R Squared = 0, 434)

The earnings quality (Q) is positive significant with a significance level of 0,004. This implies that the earnings quality has an influence on the firm value, which is corresponding with the expectation of the correlation matrix. The coefficient on the interaction between E and Q (E*Q) is positive (B = 5,114) and shows a significance level of 0,000. The conclusion can be drawn that earnings quality has a significant influence on the firm value when a firm is using income smoothing. 

The rest of the explanatory variables E, DETA and TA are also have a significant impact on the firm value. The R Squared gives a value of 0,434. Consequently, 43,4% of the firm value is influenced by the explanatory variable. The conclusion of this hypothesis is consistent with the study of Bao & Bao (2004), which considering earnings quality will lead to a higher firm value for the smoothers companies.  
The tables below show the result of the following regression equation:
(3)
Pt = α₁ + β₁ Et + β₂ (LAW x Et) + β₃ (Et x DETAt) + β₄ (Et x TAt) + β₅ Y01 + β₆ Y02+ β₇ Y03+ β₈ Y04 + β₉ Y05 + β₁₀ Y06 + β₁₁ Y07 + β₁₂ + εt 
	The legal system is split up into the groups of common law and code law. Table 7.18 present the result of the common law. 


[image: image58]
R Squared = 0,739 ( Adjusted R Squared = 0,735)




Based on the result, the significance level of the common law is present as 0,432. This implies that the common law has an insignificance influence on the firm value. The variable (E*LAW) also give an insignificance influence (0,082). Concluding, the companies in common law countries do not have an impact on the firm value when the company is using income smoothing. This is not corresponding with the expectation of hypothesis 3a. One of the explanations can be that the adoption of the IFRS has influence on the degree of income smoothing, hence no big difference exists anymore in the accounting standards between the common and the code law countries.  

Moreover, the coefficient of E is negative and not significant. The coefficients of DETA and TA are positive and significantly. This implies that the DETA and TA have influences on the firm value. Table 7.19 shows the results of the code law.


[image: image59]
R Squared = 0,359 (Adjusted R Squared = 0,341)
The code law variable presents a significance level of 0,035. The coefficient of the interaction between earnings and code law is 1,834 and is significant (significance level 0,046). This implies that if (E*LAW) is increasing with one, then this will lead to an increasing of 1,834 of the firm value. The conclusion can be drawn that the companies in code law countries smoothing their income will lead to a higher firm value. This is not in consistent with hypotheses 3b. 

Based on the positive coefficient in the table of the variable (TA) it has also an effect on the firm value. This suggest that how larger a firm, how higher the firm value will be. The other variables E and DETA show an insignificant relation with the firm value.
Recapitulate, the use of income smoothing in a common law country will not lead to a higher firm value. In contrast, companies in code law will have a higher firm value, when incomes are smooth. 

8
Summary & Conclusion 

8.1. Summary

The main subject of this study is to examine whether the use of income smoothing has an effect on the firm value. Income smoothing is a reduction of the variability of the reported earnings and may classify into two categories, the real and artificial smoothing. In this study, the focus will only lay on the artificial smoothing. Artificial smoothing is achieved trough accounting choices. There are several incentives of the managers to smooth their income.  Firstly, a manager of a company will use income smoothing in favour of the company. This is regard to reduce the political costs, minimizing the cost of capital. Secondly, a manager of a company may smooth their income in disadvantages of the company. This is because they want to improve their own health. These incentives are maximizing the compensation plan and reducing the job security. Furthermore, in order to detect income smoothing, there are two models to choose, the accruals models and the variability models. This study had us the variability models to detect income smoothing.   

Prior scientific studies have shown us that there are mixed results about the effect of income smoothing and the firm value. However, mostly of the studies present evidences that the use of income smoothing will lead to a higher firm value, Bao & Bao (2004) shows us that smoothing your income will not have influence on the firm value. Although, when they taking earnings quality into account, the association between the use of income smoothing and firm value is significant. 

After analyzing the results of the empirical test, the conclusion is that income smoothing will not lead to a higher firm value. However, when you taking earnings quality into account, then smoothing your income will influence the firm value. These conclusions are conforming to the expectation of Bao & Bao (2004). Moreover, when you considering the legal system, the companies in the common law when using income smoothing do not have an influence on the firm value. In contrast, companies in code law have an impact on the firm value when they smooth their income.

In this study there have been some limitations signalled. Firstly, the study is only concerning income smoothing, the other forms of earnings management are excluded. Secondly, income smoothing is measured by the variability model. Other models are not used in this study.  Hence, adopting another model will may lead other results. Next, other control variables that can influence the firm value are not taken into account in this study. Fourthly, the sample years are more recent then prior researches. Finally, the sample of this study cannot be generalized for all the European public companies. 

Future research should include more explanatory variables that have an influence on the firm value, like the adoption of IFRS. Moreover, the sample can be expanded. Nevertheless, the Jones Modified model can be used for detecting income smoothing.
8.2. Conclusion
This study focuses on whether income smoothing will lead to a higher firm value among public European countries. Therefore, literature research is done on financial accounting, firm value, earnings management, income smoothing and the relation between income smoothing and the firm value. After that, empirical research has been done to test the hypotheses, which are developed to answer the main question. This chapter will provide the conclusions of both literature and empirical research. 
The study is starting by introducing the subject ‘financial accounting’. Financial accounting is a process of collecting data taken from a company’ accounting record and publishing in the form of annual (or more frequent) reports for the decisions making by many parties external to the company. The objectives of financial reporting are regarding to the stewardship role, decisions usefulness and accountability. Furthermore, there exist some implications of financial accounting. Economic, political implications have an impact on the objectives of the financial reports. Besides that, the recognition of the elements of the financial reporting is also an issue, because the process of recognition is very subjective. 
Moreover, the firm value has been commented. Firm value has been defined by Brealy & Myers (1996, pp. 20) as ‘’the value of a firm is calculated as the total expected future payoffs (or net cash receipts) discounted by the rates of return that are related to a firm risk’’.  The firm value in this study has been measured by the share price on 31 December (the average share price). 

Earnings management is defined by several researchers. In this study, the following definition by Stolowy and Breton (2004, pp.8) will be adopted: ‘’ the use of management’s discretion to make accounting choices or to design transactions so as to affect the possibilities of wealth transfer between the company and society (political costs), funds providers (cost of capital) or managers (compensation plans)’’. Income smoothing is a particular form of earnings management. Because income smoothing is the main subject of this study, income smoothing will be extensively described in this study.
Income smoothing is according to Ronen and Sadan (1981, pp. 6) ‘’ dampening the fluctuations in the series of reported earnings by inflating low earnings and deflating high earnings’’. The intention is to reduce the variability in the reported earnings. A method to detect income smoothing is using the variability model of Eckel, this is also used in this study. 
Prior studies have shown mixed results about the relation between income smoothing and the firm value. The study of Bao & Bao (2004) found evidence that the use of income smoothing for companies in the United States will not lead to a higher firm value. When the earnings quality is taken into account then the use of income smoothing will have influence on the firm value. 
This study is concerning the European public companies. The empirical research is use a sample of companies in the Netherlands, Sweden, France, Germany and the United Kingdom. The results of the empirical research in chapter 7 have provided evidence that income smoothing will not lead to a higher firm value. This provides an answer to the main research question of this study whether the use of income smoothing will lead to a higher firm value. The findings of the three hypotheses will be answered hereafter. 
Hypothesis 1:
The use of income smoothing will not lead to a higher firm value.

This hypothesis has been accepted. The use of income smoothing for the European public companies will not lead to a higher firm value. Prior results show mixed results. Michelson et al. (1995) shows that the income smoothing will decrease the firm value, Bao & Bao (2004) also show the same result, when earnings quality is not taken into account. The other prior studies show that there is a significant relation between the use of income smoothing and the firm value. A possible explanation for the insignificant relation may be the sample. The prior researches are concerning companies in the United States. Furthermore, to detect income smoothing the prior researches of Subramanyam (1996) and Hunt et al. (2000) have used the Modified Jones model, this may also lead to other results. 
Hypothesis 2: 
The use of income smoothing leads to a higher firm value, taking earnings quality into account

As regards to hypothesis 2, the use of income smoothing for the European public companies will lead to a higher firm value, when earnings quality is taken into account. The coefficient on the interaction between E and Q (E*Q) is positive (B = 5,114) and shows a significance level of 0,000. This implies when the variable (E* Q) increase with one, then the firm value will increase with 5,114. 
Hypothesis 3a:
The use of income smoothing in a common country leads to a higher firm value

This hypothesis is rejected, the smoothers companies in the European public companies will not have an impact on the firm value. One of the explanations can be that the adoption of the IFRS has influence on the degree of income smoothing, hence there is no big difference anymore in the accounting standards between the common and code law countries.  

Hypothesis 3b: 
The use of income smoothing in a code law country leads to a lower firm value

This hypothesis is accepted. Based on the result, the coefficient of the interaction between earnings and code law is 1,834 and show significant relation. This implies that the use of income smoothing will lead to higher firm value for European public companies in the code law countries. 
Recapitulate, the research question for this study is ‘’ Does the use of income smoothing lead to a higher firm value?’’ The use of income smoothing will not lead to a higher firm value for the European companies. However, when earnings quality is taken into account, the smoothers in the European companies will have a positive influence on the firm value. Finally, when the legal system is concerning in this research, the result is that the companies in the common law countries will not have an influence on the firm value, when they smooth their income. The use of income smoothing in the code law countries will lead to a higher firm value.  
8.3. Limitations

As mentioned before in the introduction, this study has its own implications, like any other studies. Because of these limitations, the results of this study cannot be generalize and may lead to alternative explanations of the results.  


First of all this study is only concerning income smoothing. However, there are another forms of earnings management, like big bath accounting. If big bath accounting is use as an indicator variable, this will create a new result on this study.

The method of Eckel (1981) has been used to classify the sample into smoothers and non - smoothers. You can ask yourself if this is the best way to make this classification since there are other methods that detect income smoothing, e.g. the accrual models. Since Bao & Bao also use the method Eckel, we decided to follow them in being better able to compare the results of their study with this study. However, it is possible that an accrual model is a more accurate method in detecting income smoothing. 
Furthermore, this study is about the public companies firms in the countries, Netherlands, Sweden, Germany, France, England, Wales, Ireland and Northern Ireland. This implies that the results may not generalize for all the listed public companies in the European Union. Besides, the financial companies are excluded from the sample. There maybe exist other results when the sample is included them.

Bao & Bao (2004) have used the test period from 1994 until 2000. The sample years of this study contain the years 2001 until 2007. The differ sample years may lead to another result. 
Moreover, the stock price per share is used as a proxy for the firm value. There are many other methods to determine the firm value. When another proxy is used, may the results also change in the research? 
Because a comparison is use with the results of Bao & Bao (2004) debt to total assets ratio and the firm size are used as control variables. They are investigating for US firms and we are looking at firms in the European Union. However, there are also other control variables to explain the variation in price. Like other country specific variables as shareholder rights, creditor rights, ownership etc. Furthermore, it is also possible to include the adoption of IFRS as a control variable.  With other words, many factors also have an influence on the stock price. However, it is not always possible to include them all.

At last, assumptions have been made in this research. For instance, the classifying of the non- & smoothers group and the classifying into high and low earnings quality firms. The criterion is when the company has been classified for four of the seven years as a smoother, then the company is definitely classify as a smoother. This is also count for the classifying of the earnings quality firms. 
8.4 
Recommendations
For future research, it is interesting when the method of detecting income smoothing has change into the accrual models. Hence, you can analyze the results when using another method under the circumstances that the other factors are the same.

Moreover, the adoption of IFRS has also included in the research as a control variable. The introduction of the IFRS may have a possible influence on the use of the smoothers groups. The smoothers group may have reduce after the adoption of IFRS and this will have effect on the results about the variation of the stock price. 

At last, is also possible to involve more countries of the European Union into the sample. A larger sample may show different effect on the research. 
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Appendices
Appendix A
 List of the Non – smoothers companies
	Company name
	Country
	Company name
	Country

	Abbeycrest PLC                          
	GBR     
	Compagnie Generale De Geophysique-Verita
	FRA     

	Accor                                   
	FRA     
	Cranswick PLC                           
	GBR     

	Actris AG                               
	DEU     
	CSM NV                                  
	NLD     

	Adidas AG                               
	DEU     
	Daily Mail & General Trust PLC          
	GBR     

	Aegis Group PLC                         
	GBR     
	Dairy Crest Group PLC                   
	GBR     

	AGA Rangemaster Group PLC               
	GBR     
	Delta PLC                               
	GBR     

	Ahlers AG                               
	DEU     
	Deutsche Lufthansa AG                   
	DEU     

	Akzo Nobel NV                           
	NLD     
	Devro PLC                               
	GBR     

	Alanheri NV                             
	NLD     
	Diageo PLC                              
	GBR     

	Alexandra PLC                           
	GBR     
	Docdata NV                              
	NLD     

	Alno AG                                 
	DEU     
	Domino's Pizza UK & IR PLC              
	GBR     

	Amec PLC                                
	GBR     
	Douglas Holding AG                      
	DEU     

	Amsterdam Commodities NV                
	NLD     
	Draegerwerk AG                          
	DEU     

	Anglo-Eastern Plantations PLC           
	GBR     
	DSG International PLC                   
	GBR     

	Arcandor AG                             
	DEU     
	Elementis PLC                           
	GBR     

	Artisan (United Kingdom) PLC            
	GBR     
	Elringklinger AG                        
	DEU     

	Ashley (Laura) Holdings PLC             
	GBR     
	Enterprise Inns PLC                     
	GBR     

	Associated British Foods PLC            
	GBR     
	Escada AG                               
	DEU     

	BASF SE                                 
	DEU     
	Experian PLC                            
	GBR     

	Beate Uhse AG                           
	DEU     
	Falkland Islands Holdings PLC           
	GBR     

	Beiersdorf AG                           
	DEU     
	Fielmann AG                             
	DEU     

	Bellway PLC                             
	GBR     
	Findel PLC                              
	GBR     

	Berkeley Group Holdings PLC             
	GBR     
	First Group PLC                         
	GBR     

	BHP Billiton PLC                        
	GBR     
	Frosta AG                               
	DEU     

	BHS Tabletop AG                         
	DEU     
	Fuller Smith & Turner PLC               
	GBR     

	Big Ben Interactive                     
	FRA     
	Future PLC                              
	GBR     

	BMW AG                                  
	DEU     
	Fyffes PLC                              
	IRL     

	Bovis Homes Group PLC                   
	GBR     
	Game Group PLC                          
	GBR     

	BP PLC                                  
	GBR     
	Gerry Weber International AG            
	DEU     

	British Airways PLC                     
	GBR     
	Glanbia PLC                             
	IRL     

	British American Tobacco PLC            
	GBR     
	GNE Group PLC                           
	GBR     

	Brown (N) Group PLC                     
	GBR     
	Greencore Group PLC                     
	IRL     

	Cadbury PLC                             
	GBR     
	Henkel AG & Company Kgaa                
	DEU     

	Carr's Milling Industry PLC             
	GBR     
	Holidaybreak PLC                        
	GBR     

	CEAG AG                                 
	DEU     
	Hornbach-Baumarkt AG                    
	DEU     

	Celesio AG                              
	DEU     
	IAWS GROUP PLC                          
	IRL     

	Cesar                                   
	FRA     
	Intercontinental Hotels Group PLC       
	GBR     

	Chapelthorpe PLC                        
	GBR     
	Johnson Matthey PLC                     
	GBR     

	Chrysalis PLC                           
	GBR     
	Johnston Press PLC                      
	GBR     

	Clarins                                 
	FRA     
	K + S AG                                
	DEU     

	Colefax Group PLC                       
	GBR     
	Kingfisher PLC                          
	GBR     

	 
	 
	 
	 


Continuation of appendix A
	Company name
	Country

	Koninklijke Ahold NV                    
	NLD     

	Koninklijke Philips Electronics Na      
	NLD     

	Koninklijke Porceleyne Fles NV          
	NLD     

	Kulmbacher Brauerei AG                  
	DEU     

	Lonmin PLC                              
	GBR     

	Luminar Group Holdings PLC              
	GBR     

	Marks & Spencer Group PLC               
	GBR     

	McInerney Holdings PLC                  
	IRL     

	Metro AG                                
	DEU     

	Morrison (WM) Supermarkets PLC          
	GBR     

	Northern Foods PLC                      
	GBR     

	Nutreco NV                              
	NLD     

	Pearson PLC                             
	GBR     

	Peel Hotels PLC                         
	GBR     

	Persimmon PLC                           
	GBR     

	Prime Active Capital PLC                
	IRL     

	Pubs 'N' Bars PLC                       
	GBR     

	PZ Cusson PLC                           
	GBR     

	Rank Group PLC                          
	GBR     

	Reckitt Benckiser Group PLC             
	GBR     

	Redrow PLC                              
	GBR     

	Renk AG                                 
	DEU     

	REUTERS GROUP PLC                       
	GBR     

	Rhodia                                  
	FRA     

	Rio Tinto PLC                           
	GBR     

	Robert Wiseman Dairies PLC              
	GBR     

	Royal Dutch Shell                       
	NLD     

	Royal Dutch Shell PLC                   
	GBR     

	Ryanair Holdings PLC                    
	IRL     

	Sligro Food Group NV                    
	NLD     

	SSL International PLC                   
	GBR     

	Suedzucker AG                           
	DEU     

	Taylor Nelson Sofres PLC                
	GBR     

	Textilgruppe Hof AG                     
	DEU     

	The Real Hotel Group PLC                
	GBR     

	Treatt PLC                              
	GBR     

	Unilever NV                             
	NLD     

	United Drug PLC                         
	IRL     

	Veritas AG                              
	DEU     

	Wolters Kluwer NV                       
	NLD     

	WPP PLC                                 
	GBR     

	Young & Company Brewery PLC             
	GBR     


Appendix B:
 List of smoothers group companies

	Company name
	Country
	Company name
	Country

	4Imprint Group PLC                      
	GBR     
	Chicago Bridge & Iron NV                
	NLD     

	600 Group PLC                           
	GBR     
	Chieftain Group PLC                     
	GBR     

	Aalberts Industries NV                  
	NLD     
	Chloride Group PLC                      
	GBR     

	Abacus Group PLC                        
	GBR     
	CHRISTIAN SALVESEN PLC                  
	GBR     

	Acal PLC                                
	GBR     
	Cision AB                               
	SWE     

	Aggreko PLC                             
	GBR     
	Clarke (T) PLC                          
	GBR     

	Alcatel-Lucent                          
	FRA     
	Cobham PLC                              
	GBR     

	Alphameric PLC                          
	GBR     
	Compugroup Holding AG                   
	DEU     

	Alumasc Group PLC                       
	GBR     
	Computacenter PLC                       
	GBR     

	Anite PLC                               
	GBR     
	Consilium AB                            
	SWE     

	Arcadis NV                              
	NLD     
	Consort Medical PLC                     
	GBR     

	ASM International NV                    
	NLD     
	Cookson Group PLC                       
	GBR     

	Asml Holding NV                         
	NLD     
	Cosalt PLC                              
	GBR     

	Astrazeneca PLC                         
	GBR     
	Costain Group PLC                       
	GBR     

	Atkins (WS) PLC                         
	GBR     
	CPL Resources PLC                       
	IRL     

	Avon Rubber PLC                         
	GBR     
	Creaton AG                              
	DEU     

	Babcock International Group PLC         
	GBR     
	CRH PLC                                 
	IRL     

	BAE Systems PLC                         
	GBR     
	CTS Eventim AG                          
	DEU     

	Balfour Beatty PLC                      
	GBR     
	Data Modul AG                           
	DEU     

	Ballast Nedam NV                        
	NLD     
	Davis Service Group PLC                 
	GBR     

	Barratt Developments PLC                
	GBR     
	Dawson Holdings PLC                     
	GBR     

	BBA Aviation PLC                        
	GBR     
	DCC PLC                                 
	IRL     

	Bertrandt AG                            
	DEU     
	De La Rue PLC                           
	GBR     

	Bilfinger Berger AG                     
	DEU     
	Delcam PLC                              
	GBR     

	Biotest AG                              
	DEU     
	Densitron Technologies PLC              
	GBR     

	Bodycote PLC                            
	GBR     
	Deutsche Telekom AG                     
	DEU     

	Boewe Systec AG                         
	DEU     
	Deutz AG                                
	DEU     

	Bond International Software PLC         
	GBR     
	Domino Printing Sciences PLC            
	GBR     

	Boot (Henry) PLC                        
	GBR     
	Draka Holding NV                        
	NLD     

	BPP Holdings PLC                        
	GBR     
	Duerkopp Adler AG                       
	DEU     

	Bremer Lagerhaus Gesellschaft           
	DEU     
	E On AG                                 
	DEU     

	British Polythene Industries PLC        
	GBR     
	Eleco PLC                               
	GBR     

	BSS Group PLC                           
	GBR     
	Electrocomponents PLC                   
	GBR     

	Bull Regpt SA                           
	FRA     
	Elektron PLC                            
	GBR     

	Bunzl PLC                               
	GBR     
	Enbw Energie Baden-Wurttemberg AG       
	DEU     

	Cape PLC                                
	GBR     
	Ennstone PLC                            
	GBR     

	Carillion PLC                           
	GBR     
	Enodis PLC                              
	GBR     

	Cegid Group                             
	FRA     
	Epcos AG                                
	DEU     

	Charter International PLC               
	GBR     
	Euromicron Communication & Control Techn
	DEU     

	Chemring Group PLC                      
	GBR     
	Fayrewood PLC                           
	GBR     


Continuation of appendix B
	Company name
	Country
	Company name
	Country

	Fenner PLC                              
	GBR     
	Psion PLC                               
	GBR     

	FKI PLC                                 
	GBR     
	Randstad Holding NV                     
	NLD     

	Flomerics Group PLC                     
	GBR     
	RELIANCE SECURITY GROUP PLC             
	GBR     

	French Connection Group PLC             
	GBR     
	Renold PLC                              
	GBR     

	Fresenius Medical Care AG               
	DEU     
	Riber                                   
	FRA     

	Galiform PLC                            
	GBR     
	Ricardo PLC                             
	GBR     

	Galliford TRY PLC                       
	GBR     
	ROK PLC                                 
	GBR     

	GEA Group AG                            
	DEU     
	Roto Smeets Group NV                    
	NLD     

	GFI Informatique                        
	FRA     
	Rotork PLC                              
	GBR     

	Gildemeister AG                         
	DEU     
	RPC Group PLC                           
	GBR     

	Glaxosmithkline PLC                     
	GBR     
	RPS Group PLC                           
	GBR     

	Gooch And Housego PLC                   
	GBR     
	Saint Ives PLC                          
	GBR     

	Goodwin PLC                             
	GBR     
	Sanofi-Aventis                          
	FRA     

	Grafton Group PLC                       
	IRL     
	Scribona AB                             
	SWE     

	Greiffenberger AG                       
	DEU     
	Severfield-Rowen PLC                    
	GBR     

	Grontmij NV                             
	NLD     
	SGL Carbon SE                           
	DEU     

	Hagemeyer NV                            
	NLD     
	Smit International                      
	NLD     

	Halma PLC                               
	GBR     
	Smith & Nephew PLC                      
	GBR     

	Heidelberger Druckmaschinen             
	DEU     
	Smith (DS) PLC                          
	GBR     

	Heywood Williams Group PLC              
	GBR     
	Spirax-Sarco Engineering PLC            
	GBR     

	Holders Technology PLC                  
	GBR     
	Stadium Group PLC                       
	GBR     

	Horizon Technology Group PLC            
	IRL     
	Stmicroelectronics                      
	FRA     

	Icon PLC                                
	IRL     
	STORK NV                                
	NLD     

	Infineon Technologies AG                
	DEU     
	TDG Limited                             
	GBR     

	Keller Group PLC                        
	GBR     
	Teles Informationstechnologie AG        
	DEU     

	Koenig & Bauer AG                       
	DEU     
	Teliasonera AB                          
	SWE     

	Koninklijke Vopak NV                    
	NLD     
	Thales SA                               
	FRA     

	Kuka AG                                 
	DEU     
	The Sage Group PLC                      
	GBR     

	Latchways PLC                           
	GBR     
	Travis Perkins PLC                      
	GBR     

	Lincat Group PLC                        
	GBR     
	Trifast PLC                             
	GBR     

	Low & Bonar PLC                         
	GBR     
	Turbon AG                               
	DEU     

	Marseille-Kliniken AG                   
	DEU     
	Umeco PLC                               
	GBR     

	Marshalls PLC                           
	GBR     
	Unit 4 Agresso NV                       
	NLD     

	Medasys                                 
	FRA     
	Vega Group PLC                          
	GBR     

	Medion AG                               
	DEU     
	Vodafone Group PLC                      
	GBR     

	National Express Group PLC              
	GBR     
	Volex Group PLC                         
	GBR     

	North Midland Construction PLC          
	GBR     
	VP PLC                                  
	GBR     

	NWF Group PLC                           
	GBR     
	Weir Group PLC                          
	GBR     

	Oce NV                                  
	NLD     
	White Young Green PLC                   
	GBR     

	Oranjewoud NV                           
	NLD     
	Wolseley PLC                            
	GBR     


Appendix C: 
List of variables

Regression analysis

	Variable
	Definition
	Measurement
	Databank item name
	Databank definition

	P
	Ending price per share
	
	Worldscope:

Priceclose FYE
	Fiscal year end price close

	E
	Earnings per share 
	
	Worldscope:

EPSFYREnd
	Represent the sum of the earnings reported for the last four quarters, ending the respective quarter. 

	SM
	Smoothers
	1 = Smoothers

0= Non- smoothers
	
	

	EQ
	Earnings quality
	1= high earnings quality

0= low earnings quality
	
	

	DETA


	Debt to total assets
	
	Worldscope:

TotalDebtPctTotalAssets
	Represent (Short Term Debt & Current Portion of Long Term Debt + Long Term Debt) / Total Assets * 100

	TA
	Total Assets
	
	Thomson Financial:

TotalAssets
	Represent the sum of total current assets, long-term receivables, investment in unconsolidated subsidiaries, other investments, net property plant and equipment and other assets. 

	Y
	Years
	
	
	

	LAW
	Legal sytem 
	0 = Common law country

1= Non- common law country
	
	


Classification smoothers and non-smoothers

	Variable
	Definition
	Measurement
	Databank item name
	Databank definition

	S
	Sales in euro
	
	Thomson Financial:

Sales
	Gross sales and other operating revenue less discounts, returns and allowances. 

	I

	Net income
	
	Thomson Financial:

NetIncome


	Represents the net income the company uses to calculate its earnings per share. (Formerly net income available to common)

It is before extraordinary items.


Classification high and low earnings quality
	Variable
	Definition
	Measurement
	Databank item name
	Databank definition

	
	Total Assets
	
	Thomson Financial:

TotalAssets
	Represent the sum of total current assets, long term receivables, investment in unconsolidated subsidiaries, other investments, net property plant and equipment and other assets. 

	CA
	Total current assets
	
	Worldscope:

Totalcurrentassets
	Represent cash and other assets that are reasonably expected to be realized in cash, sold or consumed within one year or one operating cycle. 

	∆ CA
	Change in current assets
	At - At-1
(t= years)
	
	

	∆ Cash
	Change in cash
	
	Worldscope:

ChangeinCashAndEquivCFSTMT
	Represent the change in cash and liquid assets from one year to the next. 

	CL
	Total current liabilities
	
	Thomson financial:

TotalCurrentLiabilities
	Represent debt or other obligations that the company expects to satisfy within one year

	∆ CL
	Change in liabilities
	Lt – Lt-1
	
	

	STD
	Short term debt


	Totaldebt
	Thomson Financial: STDebtAndCurPortLTDebt
	Represents that portion of debt payable within one year including current portion of long-term debt and sinking funds requirements of preferred stock or debentures. 

	∆ STD
	Change in debt
	STDt – STDt-1
	
	

	TP
	Taxes payable
	
	Thomson financial:

IncomeTaxesPayable
	Represents an accrued tax liability, which is due within the normal operating cycle of the company.


	∆ TP
	Change in taxes payable
	TPt- TPt-1
	
	

	Dep
	Depreciation and amortizations
	
	Thomson financial:

DepreciationDeplAmortExpense
	 DEPRECIATION represents the process of allocating the cost of a depreciable asset to the accounting periods covered during its expected useful life to a business. It is a non-cash charge for use and obsolescence of an asset. 

DEPLETION refers to cost allocation for natural resources such as oil and mineral deposits. 

AMORTIZATION relates to cost allocation for intangible assets such as patents and leasehold improvements, trademarks, bookplates, tools and film cost.


Schedule of transactions so that their effects on reported income tend to dampen its variation over time





Smoothing through occurrence and/ or recognition





Determination of the number of future periods affected and the impact of





Smoothing through allocation over time





Intertemporal





Reduction of the variance of income figures other than net income





Smoothing through classification





Firm





Managers





Funds providers





Society





Managers manipulate for the firm





Maximization of managers’ compensation:


maximize bonus scheme


job security 











Minimization of cost of capital:


Minimize cost of capital


to meets analysts forecast


- to satisfy shareholders expectation





Minimization of political cost:


- Minimize political cost


- Tax minimization








Managers manipulate against the firm





Potential wealth transfer





Accounts manipulation





Classificatory





REAL SMOOTHING


(transactional or economic smoothing)





ARTIFICIAL SMOOTHING


(accounting smoothing





NATURAL SMOOTHING





INTENTIONAL SMOOTHING








INCOME SMOOTHING





(1)	Pt = α₁ + β₁ Et + β₂ (SM x Et) + β₃ (Et x DETAt) +  β₄ (Et x TAt) + β₅ Y01 + β₆ Y02+ β₇ Y03+ β₈ Y04 + β₉ Y05 + β₁₀ Y06 + β₁₁ Y07 + εt 




















-,678





(2) 	Pt = α₁ + β₁ Et + β₂ (EQ x Et) + β₃ (Et x DETAt) +  β₄ (Et x TAt) + β₅ Y01 + β₆ Y02+ β₇ Y03+ β₈ Y04 + β₉ Y05 + β₁₀ Y06 + β₁₁ Y07 + εt








,507





(3)	Pt = α₁ + β₁ Et + β₂ (LAW x Et) + β₃ (Et x DETAt) +  β₄ (Et x TAt) + β₅ Y01 + β₆ Y02+ β₇ Y03+ β₈ Y04 + β₉ Y05 + β₁₀ Y06 + β₁₁ Y07 + εt 




















-,344





Dependent Variable: P





Table 7.18 Regression analysis Common Law





Y02





Y01





TA





DETA





SM





E





Intercept





Parameter





,146





-,176





,858





-,179





,082





-,015





-12,687





-16,467





,000





-15,126





,964





-14,577





,056





-1,300





,072





-1,798





,346





-,622





1,283





-1,864





,735





-,358





,833





1,336





-1,947





,715





-,365





,837





-,305





,225





-3,064





,091





-1,693





,838





-1,420





-1,108





-4,404





,001





-3,280





,840





-2,756





-1,431





-4,739





,000





-3,658





,843





-3,085





-1,881





-5,195





,000





-4,188





,845





-3,538





-,036





-3,338





,045





-2,004





,842





-1,687





2,018





1,549





,000





14,895





,120





1,783





12,990





6,082





,000





5,414





1,761





9,536





1,919





-,076





,070





1,811





,509





,921





9,382





6,240





,000





9,752





,801





7,811





-2,763





-7,096





,000





-4,463





1,105





-4,930





Dependent Variable: P





Table 7.16 Regression analysis Smoothers VS Non- smoothers





Y03





Y04





Y05





Y06





Y07





E * SM





E * DETA





E * TA





B





Std. Error





t





Sig.





Lower Bound





Upper Bound





95% Confidence Interval





      -,287








1,762





5,413





-,414





,093





1,686





1,482





2,499





6,301





-4,832





,796





,259





2,832





,734





Dependent Variable: P





Table 7.19 Regression analysis Code Law





       1,834





          ,218





       2,124





95% Confidence Interval





Upper Bound





Lower Bound





Sig.





t





Std. Error





B





E * TA





E * DETA





E * LAW





Y07





Y06





Y05





Y04





Y03





Y02





Y01





TA





DETA





LAW





E





Intercept





Parameter





,584





-,133





,217





1,238





,182





,226





-2,806





-11,839





,002





-3,187





2,297





-7,323





5,281





-4,932





,046





2,147





3,121





4,654





-2,339





,884





,132





2,210





4,704





-4,009





,875





,157





2,216





,348





2,716





-6,033





,457





-,745





2,225





-1,658





-,439





-9,244





,031





-2,162





2,239





-4,842





-1,172





-10,031





,013





-2,486





2,253





-5,602





-2,499





-11,488





,002





-3,059





2,286





-6,994





2,772





-6,066





,464





-,733





2,248





-1,647





3,344





2,120





,000





8,779





,311





2,732





8,032





-9,868





,840





-,202





4,553





-,918





2,721





-2,317





,035





          ,783





95% Confidence Interval





Upper Bound





Lower Bound





Sig.





t





Std. Error





B





E * TA





E * DETA





E * Q





Y07





Y06





Y05





Y04





Y03





Y02





Y01





TA





DETA





Q





E





Intercept





Parameter





,015





-,505





,064





-1,851





,132





-,245





-6,353





-12,718





,000





-5,879





1,622





-9,535





6,015





4,212





,000





11,126





,460





5,114





2,853





-1,189





,380





,740





1,009





2,701





-1,295





,490





,690





1,018





,703





2,309





-1,702





,766





,297





1,022





,304





1,375





-2,656





,533





-,624





1,027





-,641





1,042





-3,001





,342





-,951





1,030





-,980





-,038





-4,092





,046





-1,999





1,033





-2,065





1,896





-2,131





,909





-,115





1,026





-,118





2,473





1,868





,000





14,067





,154





2,171





12,337





3,343





,001





3,421





2,292





7,840





1,307





-1,224





,004





,064





,645





,042





7,007





2,945





,000





4,807





1,035





4,976





-5,738





-10,634





,000





-6,561





1,248





-8,186





Dependent Variable: P





Table 7.17 Regression analysis Earnings quality





-2,568



























































































































































































































































































































































,498





-1,339





,652





-,845





,944





-,896





,371





-2,698





1,007





,563





1,274





,432





-1,312





1,010





2,268





1,033





2,195





,028





,240





4,296





,405





,069





5,897





,000





,270





,540





-,303





,398





-,763





,446





-1,084





,478





-,864





,398





-2,174





,030





-1,645





-,084





-,523





,400





-1,309





,191





-1,308





,261





-,560





,396





-1,412





,158





-1,338





,219





-,216





,396





-,545





,586





-,993





,561





-,035





,394





-,090





,929





-,809





,739





,390





-,157





,783





-,829





,823





,562





1,238





,082





-1,452





1,836





-6,413





1,520





-4,220





,000





-9,396





-3,429





1,073





,109





9,817





,000





,858





1,287





Parameter





Intercept





E





LAW





DETA





TA





Y01





Y02





Y03





Y04





Y05





Y06





Y07





E * LAW





E * DETA





E * TA





B





Std. Error





t





Sig.





Lower Bound





Upper Bound





95% Confidence Interval





     1,073





      -,086





        1,294
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