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Abstract
Purpose – The purpose of this paper is to analyze the effect of managers’ incentive bonuses on both
accrual and real earnings management.
Design/methodology/approach – First, the authors investigate the relationship between managers’
bonuses and both accrual earnings management (measured by a modified Jones model) and real
earnings management (measured by Roychowdhury proxies). Next, the authors examine whether
management has any preferences for earnings management methods to enhance its bonuses. Finally,
the authors investigate the possible effects of earnings management on future operating performance.
The sample consists of compositional data in the period from 2006 to 2012.
Findings – The authors find a negative relationship between real earnings management and
managers’ bonuses and detect that managers prefer to use accrual earnings management to earn more
bonuses. The results also show that real earnings management will reduce a firm’s performance in
future periods, and on the other hand that increasing managers’ bonuses links to improvement
of the firm’s future performance. The results suggest that managers are typically aware of the
negative effects of real earnings management on the firm’s future performance and thus prefer to
improve the firm’s performance in securing their bonuses when their ability to manage accruals
is constrained.
Originality/value – The implications of this paper provide further evidence on how managers’
bonuses affect their discretion in using accrual and real earnings management. This finding is
important to investors and regulators.
Keywords Accounts management, Accounting, Accounting Research
Paper type Research paper

1. Introduction
In this paper, we separately examine the association between managers’ bonuses
and two methods of earnings management: accrual earnings management and real
earnings management. Then, the results are compared to demonstrate that managers
prefer the earnings management method, which enhances their bonuses. Prior research
shows that managers use means of accrual earnings management and real earnings
management to achieve their goals (Roychowdhury, 2006; Cohen et al., 2008;
Zang, 2012). In accrual earnings management, managers use their authority to choose
accounting methods (Scott, 1997); and in real earnings management, they try to achieve
their goals by manipulation of real activities. So far, many studies have addressed
accrual earnings management (e.g. Schipper, 1989; Jones, 1991; Dechow et al., 1995;
Teoh et al., 1998) and we can claim that investors, creditors, capital market observers,
and other organizations have enough knowledge about it. The findings of Enomoto
et al. (2012) in 38 countries have shown that accrual earnings management is controlled
in these countries. Although managers’ opportunistic behaviors are decreased by
this knowledge, it is not through attention to this issue that managers’ motivation to
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gain more benefits and their restrictions in the manipulation of accrual items cause
them to tend to choose alternative ways such as real activities manipulation.
In this regard, recent studies show that managers use real activities manipulation to
achieve their goals (Bens et al., 2002; Roychowdhury, 2006; Cohen and Zarowin, 2010;
Kim et al., 2010). However, we argue that managers prefer to use accrual earnings
management to earn more bonuses. It is for this reason that real earnings
management will reduce a firm’s performance in future periods (Gunny, 2005) and,
on the other hand, that increasing managers’ bonuses is associated with an
improvement of the firm’s performance (Chaubey and Kulkarni, 1988; Mehran, 1995).
Generally, managers are aware of the negative effects of real earnings management
on the firm’s future performance and, for this reason, they prefer to improve the firm’s
performance to achieve more bonuses when their ability to manage accruals is
constrained; therefore, they avoid real earnings management.

Managers could cause wrong decisions in measuring the firm’s real performance
by accruals manipulation and create a loss for stockholders and other beneficiaries.
Still, real earnings management potentially imposes greater long-term costs on
shareholders than accrual earnings management, because it has negative
consequences for future cash flows and might hurt the firm’s value in the long run
(Roychowdhury, 2006; Cohen et al., 2008; Cohen and Zarowin, 2010). These long-term
costs are driven by methods that are used in real earnings management, such as
temporary price discounts or more lenient credit terms that lower margins on
future sales, reductions in valuable investments in research and development
and SG&A activities, and/or increasing investments in unneeded inventories via
inventory over-production (Roychowdhury, 2006; Gunny, 2010; Gupta et al., 2010).
However, managing real activities is less costly to managers because it is less
likely to draw auditor or regulatory scrutiny (Cohen et al., 2008). Real earnings
management, as long as it is properly disclosed in the financial statements, cannot
influence auditors’ opinions or regulators’ actions (Kim et al., 2010). Hence,
Roychowdhury (2006) argues that managers prefer real earnings management to
accrual earnings management.

Factors such as receiving more bonuses (Healy, 1985; Moses, 1987; Guidry et al.,
1999) and achieving a position and job security (Fama, 1980; Fudenberg and Tirole,
1995; Arya et al., 1998) can increase managers’ motivations to manipulate operating
results. As already mentioned, research shows that managers use real earnings
management to achieve their goals, including more bonuses if they are constrained in
accrual earnings management. Real earnings management as a method helps the
manager to increase current-period earnings by real activities manipulation and they
gain more bonuses, but in this way they decrease the firm’s performance in future
periods (Gunny, 2005). Therefore, with consideration of the current and future effects of
real earnings management and, on the other hand, the results of prior research showing
that managers resort to real earnings management to achieve their goals when their
ability to manage accruals is constrained, we face the question of whether managers
increase current earnings through real activities manipulation to gain more bonuses or
whether they have a long-term view of their benefits and, since real earnings
management therefore has negative consequences for future performance, they avoid
it so that it does not threaten their future benefits. So, we try in this study to find an
answer to this question. We analyze the subject and find an answer to it in two stages:
first we examine the effect of managers’ bonus incentives on methods of accrual
earnings management and real earnings management; and second, we consider the
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influences that managers’ bonuses and real earnings management will have on future
operating performance.

We focus on a sample of 672 firm-year observations from 2006 to 2012. Our primary
finding is that within that sample, higher managers’ bonuses are associated with higher
levels of overall accrual earnings management. We also find that higher managers’
bonuses are associated with lower overall levels of the real earnings management index
and the components of that index; that is, higher levels of abnormal cash flows and
lower levels of abnormal production costs. Collectively, our findings are consistent with
our predictions that managers’ bonuses are associated positively with accrual earnings
management and negatively with real earnings management. In addition, we analyze
these conclusions by examining the relationships between managers’ bonuses, real
earnings management, and future operating performance. When we use managers’
bonuses and real earnings management as the independent variables, we find that the
coefficients on level of future operating performance are positive and negative,
respectively. These findings show that managers prefer to gain more bonuses by
manipulating the accrual items and avoid real earnings management, because it has
negative consequences for future operating performance and might deprive them of
future benefits. A positive relationship between managers’ bonuses and future
operating performance shows that managers are looking to gain more bonuses by
improving the performance of the firm.

2. Literature review and hypothesis development
2.1 Literature review
Initially, it was assumed that incentive contracts including compensation plans
can be aligned in the interests of owners and managers. However, the perspective of
agency theory proved that such contracts may sometimes motivate managers to
manipulate performance results. In other words, without the firm’s performance
providing favorable results for owners, managers show the results that are favorable to
them, despite the facts. In this regard, prior research in the field of accrual earnings
management describes many reasons for manipulating the results of operations, one of
which is a bonus plan (e.g. Healy, 1985; McNichols and Wilson, 1988; Gaver et al., 1995;
Holthausen et al., 1995; Cheng and Warfield, 2005; Bergstresser and Philippon, 2006;
Houmes and Skantz, 2010). Healy (1985) provides primary evidence indicating that
bonus contracts are motivational for accrual earnings management. Since managers
have access to inter-organizational information, this provides opportunities for them to
manage earnings and maximize their bonuses. In particular, Davidson et al. (2007),
Cornett et al. (2009), and Jiang et al. (2010) suggest that the bonuses of senior managers
are associated with the firm’s performance and that this relationship is strengthened
through accrual earnings management. In addition, companies whose senior managers
are close to retirement, as well as companies that have larger bonus plans, have greater
discretionary accruals. Bergstresser and Philippon (2006) also find evidence that
managers use discretionary accruals in order to manipulate reported earnings in
companies in which potentially all advantages and plans of managers’ compensation
are based on the value of stock or stock options.

The research mentioned shows that managers manipulate reported earnings to earn
more benefits. On the other hand, Enomoto et al. (2012) prove that accrual earnings
management is relatively controlled in different countries. On this condition, according
to Roychowdhury (2006), Cohen and Zarowin (2010), Gunny (2010), and Chi et al.
(2011), it should be expected that when managers are restricted in their manipulation

434

MD
53,2



www.manaraa.com

of discretionary accruals, they have a tendency to manipulate real activities.
Although these studies show that managers seek to achieve their goals with real
earnings management if they are constrained in accrual earnings management,
two categories of research express different results, which will be referred to in the rest
of this paper.

The first group of these studies indicate that bonus plans can be a combination of
cash, stock, and other options that are calculated based on the function of managers’
performance in earnings and stock returns (Healy, 1985; Jensen and Murphy, 1990; Ely,
1991; Dechow et al., 1994; Gaver et al., 1995; Murphy, 1999; Jensen et al., 2004). Natarajan
(1996) explains that accruals and cash from operations have different weights in the
compensation package and that in addition to earnings, cash flow from operations can
also influence the calculation of bonuses payable to managers. The proof of this claim
can be hidden in the answer to this question: Why is the capital market’s perception of
the efforts of management that is reflected in the framework of stock prices sometimes
different from the reported accounting earnings?

Ronen and Yaari (2008) argue that stakeholders are aware of the fact that
accounting earnings may have undergone distortion as a result of managers’ choices in
the adoption of accounting methods or their estimates of options. In other words,
accounting measurement issues may distort the link between the actual efforts of
managers and the firm’s performance that is shown in the form of accounting earnings
(Basu, 1997; Barclay et al., 2000). Hence, in addition to the reported earnings of the
firm, shareholders must pay attention to stock returns and cash flows to determine
managers’ bonuses. The stock return is equal to the net present values of the stock
price and cash proceeds in future periods (Lehn and Zhao, 2006) and represents the
response of the capital market to the firm’s future performance (Barclay et al., 2000).
For this reason, the pricing of shares might vary with the firm’s performance results
that are reflected in the form of accrual earnings. Therefore, based on these studies, it is
expected that when both cash and accrual earnings are effective in the calculation of
payable bonuses, managers tend to create debt rather than paying cash, or use cash
sales instead of credit sales (Ronen and Yaari, 2008). Because these factors help to
improve the firm’s performance and its growth rate in the long run, managers can reach
certain thresholds that are the expectations of investors and benefit themselves
through more bonuses (Ittner et al., 1997; Indjejikian and Nanda, 2002; Nagar,
2002; Prendergast, 2002). Therefore, it is not expected that the incentive to gain
higher interest causes managers to manipulate real activities, because real earnings
management has a negative impact on the firm’s growth and operating cash flows
(Gunny, 2005; Roychowdhury, 2006).

The main axis of the second category of research refers to earnings management
tools and their application time. There are various tools that are available for
management in order to manipulate the results of operations, such as a choice from a
menu of treatments that are accepted under GAAP (Hughes and Schwartz, 1988;
Malmquist, 1990; Zeff, 1993; Neill et al., 1995; Aboody, 1996; Bishop and Eccher, 2000;
Bowen et al., 2002); a judgment call when GAAP requires estimates (Bishop and Eccher,
2000; Black et al., 2000; Burgstahler et al., 2002; Brown, 2004; Bergstresser et al., 2006;
Hann et al., 2007; Riedl and Srinivasan, 2010); the classification of items as above or
below the line of operating earnings (e.g. Godfrey and Jones, 1999; Dye, 2002; Lin et al.,
2006; McVay, 2006); timing the recognition of revenues and expenses (Bartov, 1993;
Muller, 1999; Gunny, 2005); and real activities manipulation (Baber et al., 1991; Hansen
and Hill, 1991; Bushee, 1998; Darrough and Rangan, 2005; Roychowdhury, 2006;
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Lin et al., 2006; Bens and Monahan, 2008; Singer, 2008; Gunny, 2010; Zang, 2012).
The selection of any one of these tools and how to apply it depend on the model that
management desires. Managers use “taking a bath” and choose accounting procedures
from among those that have the greater costs or consider higher estimates for types of
accumulations if their purpose is income minimizing. In addition to this, managers will
act in the reverse way if their purpose is earnings maximizing. Moreover, income
smoothing is another pattern that may be adopted by management and be applied by
them using the appropriate tools.

A notable subject is the conditions that will determine management’s goal.
For example, Gaver et al. (1995), Holthausen et al. (1995), and Guidry et al. (1999) find
that managers hoard reported outcomes when their performance exceeds the
maximum performance measure that still pays a bonus. In addition, some researchers
indicate that managers do not use “taking a bath” when performance is too low.
Instead, they implement income smoothing (Gaver et al., 1995; Holthausen et al., 1995;
Reitenga et al., 2002). Now, by considering the characteristics and effects of real
earnings management, it seems unlikely that managers attempt real activities
manipulation in both conditions (high performance and low performance), because
they are seeking to accumulate earnings in high performance and do not need
to manipulate real activities to increase their earnings. Furthermore, since real
earnings management has negative effects on the firm’s performance (Gunny, 2005;
Roychowdhury, 2006), it is expected that low performance will cause managers to
avoid real activities manipulation, because they do not want to worsen the firm’s
performance and expose themselves to shareholder pressure. In this context,
DeAngelo (1988) finds that dissident shareholders blame management for poor
performance and reduction of their interests, such as shareholders causing them to
try to change management.

2.2 Hypothesis development
Hence, due to the negative effects of real earnings management on a firm’s
performance and future cash flows, it can be argued that this is contrary to
expectations. Namely, the bonuses cannot appropriate the motivation for real
activities manipulation. The first group of studies shows that managers’ bonuses in
addition to accounting earnings are a function of the cash flow and growth rate of the
firm, and thus that managers avoid real activities manipulation due to the negative
impacts that it has on these factors. Also, according to the second category of
research, the type of tool used by managers to achieve their goals depends on the
conditions and incentives of the firm’s managers. If performance is low and
managers’ intentions are to raise income unrealistically, they try to do this with
methods other than real earnings management, because this procedure will worsen
the low performance of firms and endanger the interests of managers. On the other
hand, managers are not required to conduct real activities manipulation to increase
earnings if the firm’s performance is sufficiently high and provides a threshold of
bonus for them. It seems unlikely that managers would deprive themselves of
bonuses in future years with real activities manipulation even if they do not meet
these thresholds, because real earnings management by reducing the firm’s
performance in the future will cause shareholders to be discontented. Therefore,
we expect that managers’ bonuses will be associated with higher accrual earnings
management and lower real earnings management. Hence, hypotheses are developed
as follows to examine the researcher’s expectation that derives from the first and
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second groups of studies, in contrast to research that shows that managers
manipulate real activities to achieve their goals:

H1. There is a significant positive association between managers’ bonuses and
accrual earnings management.

H2. There is a significant negative association between managers’ bonuses and real
earnings management.

3. Research methodology
In order to test the research hypotheses, the methodology of compositional data were
used. By following previous studies in the field of real earnings management (e.g.
Roychowdhury, 2006; Cohen et al., 2008; Cohen and Zarowin, 2010; Gunny, 2010; Zang,
2012), real activities manipulation patterns are examined as real earnings management
measures. These patterns include manipulating sales so that the effect is a form of
abnormally low levels of cash flow from operations (Abn_CFO), abnormal production
costs or greater over-production than necessary (Abn_Prod), and abnormal
discretionary expenses (Abn_Discexp). In other words, managers are attempting to
manage real earnings through one or all of these patterns. This study uses the extended
models of Roychowdhury (2006) that are based on that of Dechow et al. (1998), as also
applied by Gunny (2005, 2010), Cohen and Zarowin (2010), and Zang (2012), for the
calculation of normal operating cash flows, normal production costs, and normal
discretionary expenses. Then, the abnormal level of real activity manipulation for each
pattern is measured as the residual of the relevant estimated model.

Roychowdhury (2006) defines sales manipulation as managers’ efforts to accelerate
the timing of sales through increased price discounts or more lenient credit terms. Such
discounts and lenient credit terms will temporarily increase sales volumes, but these
will result in lower cash flows in the current period. Equation (1) is used to estimate the
normal level of operating cash flows:

CFOt=At�1 ¼ a0þa1 1=At�1
� �þb1 St=At�1

� �þb2 DSt=At�1
� �þet (1)

where CFOt is the cash flow from operations at the end of period t, At is the total assets
at the end of period t, St the sales during period t, and ΔSt¼ St-St-1.

Another type of real activities manipulation is the production of more goods than
necessary. By over-production, managers can spread the fixed overhead costs over a
larger number of units, thus lowering fixed costs per unit. As long as the reduction in
fixed costs per unit is not offset by any increase in marginal cost per unit, total cost per
unit declines. On the other hand, the surplus goods produced at the end of the period
will result in the absorption of cost of goods sold (COGS). Therefore, over-production
decreases COGS and leads to higher margins in operating earnings. According to
Roychowdhury (2006), normal levels of production costs are calculated by Equation (2):

Prodt=At�1 ¼ a0þa1 1=At�1
� �þb1 St=At�1

� �þb2 DSt=At�1
� �þb3 DSt�1=At�1

� �þet
(2)

where Prodt is the sum of COGS and change in inventory in year t.
The third type of real activities manipulation is the reduction of discretionary

expenses. If managers reduce discretionary expenses (e.g. advertising expenses,
research and development expenses, and SG&A expenses), this increases the earnings
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in that period by the same proportion. Therefore, it is expected that low discretionary
expenses would be a way of achieving the desired earnings. According to
Roychowdhury (2006), the normal level of discretionary expenses is estimated based
on the linear function of sales in Equation (3):

Discexpt=At�1 ¼ a0þa1 1=At�1
� �þb St�1=At�1

� �þet (3)

where Discexpt is the sum of advertising expenses, R&D expenses, and SG&A expenses.
Also, in order to further the analysis the real earnings management index

(REM_Index) is used, a method of calculation that has been described in Chi et al. (2011).
Higher levels of REM_Index indicate higher levels of overall real earnings management.
Following Chi et al. (2011), we compute REM_Index as the sum of the three standardized
individual components, i.e., � standardized Abn_CFO + standardized Abn_Prod �
standardized Abn_Discexp. Because the three individual variables provide richer
information regarding real earnings management than using REM_Index alone
(Chi et al., 2011), we report results corresponding to the comprehensive real earnings
management index (REM_Index) as well as the three individual real earnings management
proxies (Abn_CFO, Abn_Prod, and Abn_Discexp).

After estimating real earnings management, the relationships of the independent
variables with any of the real earnings management patterns are examined by
cross-sectional regression:

REMt ¼ a0þa1 � COMPtþa2 � BRDStþa3 � OutDirtþa4 � IndExptþa5
� Sizet�1þa6 � Levtt�1þa7 � ROEt�1þa8 � DEt�1þet (4)

where the dependent and independent variables are defined as follows.
REM is the real earnings management patterns that are proxies for: Abn_CFO the

abnormal cash flows (negative measure of real earnings management); Abn_Prod
theabnormal inventory over-production (positive measure of real earnings
management); Abn_Discexp theabnormal discretionary expenses (negative measure
of real earnings management); REM_Index the � standardized Abn_CFO + standardized
Abn_Prod – standardized Abn_Discexp. Standardized measure for each variable ¼
[variable-mean (variable)]/standard deviation (variable); COMP the natural log of
managers’ bonuses for a firm.

Also, we use other variables whose associations with earnings management are
proved in prior research:

BRDS is the natural log of the number of board members; OutDir theproportion of
directors that are non-executive on the board; IndExp the1 if auditor is an industry
expertise audit firm, and 0 otherwise. According to Palmrose (1986), the market share of
the auditor is calculated and it is determined as an industry expertise audit firm if it
reaches the threshold specified in this study; Size is the the natural log of total value of
assets for a firm; Lev the a firm’s financial leverage, defined as the ratio of total debt to
total assets; ROE thea firm’s return on equity, defined as the ratio of net income
deflated by prior-period equity; ΔE the change in a firm’s annual earnings, deflated by
prior-year assets.

Managers will avoid real earnings management if it endangers their benefits with a
reduction in the firm’s performance in future periods. In this case, it is expected that by
increasing the amount of the bonus, management will feel more responsibility toward
shareholders’ interests and will try to improve the firm’s performance. Therefore, our
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forecast is that managers’ bonuses will have a negative relationship with the real
earnings management index (REM_Index) and we would expect positive, negative, and
positive coefficients between managers’ bonuses with abnormal operating cash flows
(Abn_CFO), abnormal production costs (Abn_Prod), and abnormal discretionary
expenses (Abn_Discexp), respectively, if real earnings management proxies are used.

We use the size of the board and the proportion of non-executive managers in order
to control for the effects of board structure, and we also use industry expertise of the
auditor as measured based on auditor market share to control for the effects of the type
of auditor as controlling variables in the regression model. According to Visvanathan
(2008), and Hashemi and Rabiee (2011), a higher size of board and proportion of non-
executive managers will result in a reduction in real earnings management. On the
other hand, Chi et al. (2011) find that management is restricted in accrual earnings
management and resorts to real activities manipulation when the auditor has industry
expertise. Also, we use other variables such as firm size, financial leverage, return on
equity, and earnings variation, whose associations with earnings management are
proved in prior research.

4. Sample selection and data descriptions
We start with all listed companies for the period 2005-2012, yielding 2,415 firm-year
observations. We then exclude: firms with missing data to calculate real earnings
management measures (540); firms in the financial sector (286); firms whose fiscal year
is inconsistent with others (322); and firms that had a change in fiscal year over the
research period (308). These exclusions leave a total of 959 firm-year observations.
Next, in order to achieve reliable results in this study, the appropriate statistical
software has been used for estimation of sample size for the remaining observations.
One of the appropriate statistical software packages is PASS, which is used for the
estimation of sample size in the studies that focus on decision-making. By using the
results of this software, 672 firm-year observations were selected in ranges from 2005
to 2012. Table I presents the sample selection procedures.

Table II provides descriptive statistics for the variables. The mean REM_Index is
−0.491. The means of its three components, Abn_CFO, Abn_Prod, and Abn_Discexp,
are 0.029, �0.035, and 0.002, respectively. These results are relatively consistent with
those reported in Cohen et al. (2008) and Chi et al. (2011). On average, the bonus
logarithm (COMP) is 6.569. In addition, the minimum and maximum of the bonus
logarithm are 3.738 and 9.200, respectively, and a figure of 0.868 is obtained as the
standard deviation for this variable.

Table III represents the Pearson correlations. Abnormal operating cash flow
(Abn_CFO), abnormal production costs (Abn_Prod), and abnormal discretionary

Firm-year obs.

Total of firm-year observations from 2005 to 2012 2,415
Missing data to calculate real earnings management measures (540)
Financial institutions (286)
Observations that their fiscal year are inconsistency with others (322)
Observations that have change in fiscal year over the period 2005 to 2012 (308)
Observations are qualified for examination 959
Number of selected sample from the observations are qualified for examination 672

Table I.
Sample selection
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expenses (Abn_Discexp) are negatively, positively, and negatively correlated with the
real earnings management index (REM_Index), respectively. These results are also
similar to the findings of Cohen et al. (2008) and Chi et al. (2011) as well as researcher
expectations, because the increase in real earnings management is accompanied by
a reduction in operating cash flows, increase in production costs, and reduction in
discretionary expenses. Other notable results are negative coefficients between
bonuses, proportion of non-executive managers, and auditors’ industry expertise with
REM_Index. This indicates that these factors have a negative relationship with real
earnings management.

5. Empirical findings
In order to prove that management bonuses are a motivation for the manipulation of
operating results, first it is necessary to examine the relationship between managers’
bonuses and accrual earnings management. This is done using Equation (5), developed
by Cohen et al. (2008) and Chi et al. (2011) as follows:

DAt ¼ a0þa1 � COMPtþa2 � BRDStþa3 � OutDirtþa4 � IndExptþa5
� Sizet�1þa6 � Levtt�1þa7 � ROEt�1þa8 � DEt�1þet (5)

where DAt is the modified Jones (1991) model of discretionary accruals.
All other variables are as defined before. The estimation results of the above

regression are provided in Table IV. As we had expected, there is a significant positive
relationship between managers’ bonuses and accrual earnings management at the
99 percent level and therefore H1 is not rejected. This relationship shows that by
increasing the amount of bonus payable, managers have more incentive to undertake
accrual earnings management in order to maximize their benefits. These findings are
similar to prior studies (e.g. Barton, 2001; Gao and Shrieves, 2002; Marquardt and
Wiedman, 2005). Thus, managers are trying to raise the firm’s performance by accrual
earnings management and thereby to achieve greater bonuses.

It has been proven that there is a positive relationship between bonuses and accrual
earnings management. Now, we can examine the claim that in the same way as
managers resort to accrual earnings manipulation to increase their benefits, real
earnings management can be another way to achieve this goal; or whether because real
earnings management only increases current period earnings and on the other hand

Mean SD Minimum Median Maximum

REMt −0.491 2.075 −8.997 −0.140 3.629
Abn_CFOt 0.029 0.148 −0.542 0.007 0.545
Abn_Prodt −0.035 0.138 −0.565 −0.008 0.249
Abn_Discexpt 0.002 0.043 −0.062 −0.009 0.255
COMPt 6.569 0.868 3.738 6.588 9.200
BRDSt 1.618 0.049 1.386 1.609 1.946
OutDirt 0.662 0.175 0.000 0.600 1.000
IndExpt 0.440 0.497 0.000 0.000 1.000
Sizet−1 13.023 1.151 9.821 12.930 17.636
Levt−1 0.618 0.155 0.118 0.636 0.913
ROEt−1 38.892 48.565 −190.012 33.927 446.025
ΔEt−1 0.022 0.134 −0.627 0.011 1.143

Table II.
Descriptive statistics
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will reduce the firm’s performance in future periods, managers avoid it and will not
endanger their bonuses in future years by the manipulation of real activities.

Table V presents our main results. After controlling for the effects of the
control variables, we find a significant negative coefficient of −0.568 for COMP in the

Coefficient t-statistic Prob.

Intercept −0.333 −1.264 0.207
COMPt 0.031 2.849 0.005
BRDSt 0.319 2.153 0.032
OutDirt −0.038 −0.948 0.344
IndExpt 0.025 1.628 0.105
Sizet−1 −0.022 −2.589 0.010
Levt−1 −0.068 −1.402 0.162
ROEt−1 6.18E-5 0.367 0.714
ΔEt−1 0.256 4.324 0.000
Model fit
n 672
R2 0.143
Adj. R2 0.121
F-stat 6.711
p-value 0.000

Table IV.
Bonus and accrual
earnings
management

REM_Index Abn_CFO Abn_Prod Abn_Discexp

Intercept −4.736 0.083 −0.383 −0.000
(−1.276) (0.313) (−1.617) (−0.003)

COMPt −0.568** 0.028** −0.055** −0.002
(−3.716) (2.621) (−5.647) (−0.567)

BRDSt 2.727 −0.131 0.189 −0.002
(1.305) (−0.882) (1.414) (−0.043)

OutDirt −1.235* 0.089* −0.084* 0.025*
(−2.160) (2.285) (−2.303) (2.120)

IndExpt −0.266 −0.017 −0.010 0.008*
(−1.224) (−1.131) (−0.726) (1.815)

Sizet−1 0.337** 0.002 0.034** −0.002
(2.864) (0.219) (4.472) (−0.812)

Levt−1 1.052 −0.227** 0.101* 0.033*
(1.542) (−4.773) (2.324) (2.261)

ROEt−1 −0.012** 0.001** −0.001** 4.94E-6
(−5.002) (5.874) (−5.138) (0.090)

ΔEt−1 −3.101** 0.081 −0.187** 0.031*
(−3.716) (1.436) (−3.518) (1.915)

Model fit
n 672 672 672 672
R2 0.274 0.309 0.329 0.251
Adj. R2 0.256 0.279 0.312 0.212
F-stat 15.208 10.124 19.790 6.579
p-value 0.000 0.000 0.000 0.000
Notes: The regression models of Abn_CFO and Abn_Discexp are based on fixed-effects and other
regressions have been estimated by the pool method. Also, the t-statistics are provided in parentheses.
*,**Significant at 0.05 and 0.01 levels, respectively

Table V.
Bonus and real
earnings
management
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REM_Index regression. In other words, managers’ bonuses are negatively associated
with real earnings management. We also present regression results in the next three
columns using each of the three components of REM_Index as dependent variables.
We find a positive coefficient of 0.028 (t¼ 2.621), a negative coefficient of −0.055
(t¼−5.647), and a negative coefficient of −0.002 (t¼−0.567) for COMP in the
Abn_CFO, Abn_Prod, and Abn_Discexp regressions, respectively. Significant
relationships between COMP and Abn_CFO and Abn_Prod show that this variable
has a significant effect on abnormal operating cash flows and abnormal production
costs. However, we do not detect a significant relationship between Abn_Discexp and
COMP. These results prove that the increase in managers’ bonuses will be
accompanied by higher operating cash flows and lower production costs. In general,
findings show that the increase in managers’ bonuses is associated with lower levels of
real earnings management and that managers resort to improvement of the firm’s
performance in order to increase their bonuses. Also, they avoid real activities
manipulation such as manipulation in sales and over-production that damages the
firm’s future performance. It is clear that managers are aware of the negative effects of
real earnings management on the firm’s future performance and also of the possibility
of a reduction of their interests in future years as the result of these effects. These
results are consistent with Holthausen et al. (1995), who proved that managers do not
manipulate real activities to increase managerial bonuses.

Although real earnings management increases the firm’s earnings in the current
period and will be accompanied by higher levels of bonuses, it seems unlikely that
managers would agree to the acquisition of current interests on the condition that they
would lose future interests. It is expected that managers are continually looking to
increase and earn bonuses and will not disrupt this trend by real earnings
management. As pointed out before, in addition to the firm’s earnings, cash flows, and
the firm’s growth rate are the determinative indexes for the amount of managers’
bonuses and, therefore, managers are forced to avoid real activities manipulation. They
will try to satisfy shareholders by improvement of the firm’s performance; on the other
hand, they prefer to achieve their goals by accruals manipulation techniques if the
firm’s earnings do not meet their thresholds. These results are indirectly consistent
with the findings of Natarajan (1996) and Gunny (2005). Thus, the results show that
higher managers’ bonuses are associated with lower levels of real earnings management.

Another result is a significant negative relationship between the proportion of
non-executive managers and the overall level of real earnings management. We also
find significant positive, negative, and positive coefficients for OutDir in the Abn_CFO,
Abn_Prod, and Abn_Discexp regressions, respectively. Non-executive managers have
incentives to be efficient monitors in order to maintain their validity. They have more
independence compared to other members and this means that they are in a better
position to protect the interests of shareholders. This finding is similar to the results of
Hashemi and Rabiee (2011), because both of them show that the effectiveness of the
board in supporting shareholders’ interests increases when the ratio of non-executive
managers is increased and will prevent the real activities manipulation that endangers
the interests of shareholders.

The results indicate that there is not a significant relationship between the size of
the board (BRDS) and real earnings management. Also, despite expectations, there is a
significant positive relationship between auditor industry expertise (IndExp) and
Abn_Discexp; significant relationships are not found between this variable and the
other real earnings management proxies. This result indicates that auditor industry
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expertise has a significant effect only on abnormal discretionary expenses and that this
effect is incremental. In other words, auditor industry expertise is associated with lower
levels of real earnings management. Chi et al. (2011) find evidence that firms resort to
real earnings management when their ability to manage accruals is constrained by the
higher industry expertise of the auditor. Perhaps we can analyze the results in this
study, which are contrary to the findings of Chi et al., based on the studies of Bar-Yosef
and Livnat (1984), Firth and Smith (1992), and Abbott and Parker (2000). They showed
that according to signaling theory, firms with higher performance resort to conveying
this signal to the capital market and employing industry expertise auditors is a tool for
this purpose. Therefore, it could not be expected that the managers of such firms have a
tendency to real earnings management, because they earn more bonuses for their high
performance and also meet investors’ expectations. Under this condition, managers do
not weaken the firm’s performance by real activities manipulation.

5.1 Additional analyses
As has been seen, an increase in bonuses will result in lower real earnings management.
Apparently, managers who receive higher bonuses have more motivation to satisfy the
expectations of investors and this provides more responsibility for them. This issue
makes it completely clear that managers have a long-term perspective to their interests
and do not endanger their interests in the long term with momentary decisions. Based
on this approach, we can claim that managers avoid real activities manipulation,
because real earnings management increases current-period earnings and will result in
an increase in managers’ bonuses. However, it will create many problems between
managers and shareholders after the weakening of the firm’s performance and also will
deprive management of bonuses in future years.

The above expressions are the researcher’s expectations. Therefore, in order to
examine this claim, we will pay attention to the relationship between managers’ bonuses
and firm’s performance. If the foregoing is correct, we predict that increases in bonuses
and real earnings management will have positive and negative relationships with the
firm’s future performance, respectively. To analyze this issue, in accordance with Gunny
(2010) we examine the relationship between these factors with adjusted return on assets
(Adj. ROA) in each of the future three years and the total of the three years in Equation
(6). Adjusted return on assets is an index of the firm’s performance:

Adj:ROAt ¼ a0þa1 � COMPtþa2 � BRDStþa3 � OutDirtþa4
� IndExptþa5 � Sizet�1þa6 � Levtt�1þa7 � ROEt�1þa8
� DEt�1þa9 � REMtþet (6)

where Adj. ROAt is the adjusted return on assets; it equals the difference between
firm-specific ROA and the average ROA for the same year and industry.

All other variables are as defined before. Table VI presents our results. As expected,
there is a significant positive relationship between the amount of bonuses and the
firm’s performance in each of the next two years and also the firm’s total performance
in the next three years, which is measured by the adjusted return on assets. In addition,
there is a significant negative relationship between the overall level of real earnings
management (REM_Index) and the firm’s performance in each of the next three years
and the total performance of the firm in the next three years.

These results are consistent with the findings of Gunny (2005) about the negative
effects of real earnings management on the firm’s future performance. In summary,
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managers are motivated to improve the firm’s performance by increasing their bonuses
and, finally, they avoid real activities manipulation, because the results show that real
earnings management will reduce the firm’s performance in future years.

6. Conclusions
The literature in the field of accrual earnings management suggests that bonuses are a
very strong incentive for managers to manipulate operational results. In recent years,
new dimensions of managers’ approach have been discovered in firms’ earnings
management by bringing the phenomenon of real earnings management to the field of
financial research.

Most researchers have noted that managers’ incentive to earn more bonuses
through the distortion of earnings and, on the other hand, the restriction of accruals
manipulation will cause them to use real activities manipulation for achieving their
goals. However, real earnings management has negative effects on the future
performance of the firm. So far, this issue has not been seen from the perspective
of whether managers deprive themselves of future bonuses by real activities
manipulation. Real earnings management will weaken the firm’s performance and
shareholders will blame managers for the poor performance.

P3

i¼1
Adj:ROAi

Adj.ROA+1 Adj.ROA+2 Adj.ROA+3

Intercept 84.110* 25.867 17.836 18.777
(2.123) (1.849) (0.884) (0.736)

COMPt 3.715* 2.157** 1.712* 1.269
(2.206) (3.734) (2.022) (1.176)

BRDSt −32.764 −8.808 −6.377 −9.698
(−1.476) (−1.116) (−0.562) (−0.668)

OutDirt 13.265* 2.714 3.292 8.001*
(2.073) (1.280) (1.040) (2.051)

IndExpt 3.170 0.633 −0.219 −0.035
(1.314) (0.789) (−0.184) (−0.024)

Sizet−1 −0.173 −0.486 −0.156 0.149
(−0.130) (−1.113) (−0.241) (0.184)

Levt−1 −61.183** −19.962** −15.364** −15.541**
(−7.944) (−7.907) (−4.126) (−3.261)

ROEt−1 0.188** 0.099** 0.067** 0.059**
(6.443) (9.950) (5.004) (3.758)

ΔEt−1 46.438** 29.020** 23.053** −7.136
(4.708) (8.993) (4.991) (−1.307)

REMt −3.532** −0.949** −1.328** −1.295**
(−5.865) (−4.590) (−4.383) (−3.353)

Model fit
n 672 672 672 672
R2 0.631 0.709 0.407 0.210
Adj. R2 0.607 0.697 0.390 0.184
F-stat 26.572 59.462 24.102 7.870
p-value 0.000 0.000 0.000 0.000
Notes: The regression model of

P3
i¼1 Adj:ROAi is based on fixed-effects and other regressions have

been estimated by the pool method. Also, the t-statistics are provided in parentheses. *,**Significant at
0.05 and 0.01 levels, respectively

Table VI.
Effects of the real

earnings
management and

managers’ bonus on
the future operating

performance
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Therefore, this research examines this issue through two hypotheses. By testing the
first hypothesis, we find that there is a positive relationship between managers’
bonuses and accrual earnings management. In other words, managers resort to earning
more bonuses through accruals manipulation. Then we have examined the second
hypothesis, contrary to the findings of researchers suggesting that managers resort to
real earnings management when their ability to manage accruals is constrained.

By considering the negative effects of real earnings management on the firm’s
future performance, we expect to achieve different results to previous studies. Namely,
we predict that a higher level of managers’ bonuses will be associated with lower real
earnings management. The testing of the second hypothesis proves this relationship.
In other words, the results show that managers do not use real activities manipulation
to further their interests and earn more bonuses. In addition, they have more
motivation to improve the firm’s performance with an increase in their bonuses. At the
end of the study, we examine the claim that real earnings management reduces the
firm’s performance in future periods. We find a negative relationship between real
earnings management and the firm’s future performance; we also discover a positive
relationship between managers’ bonuses and the firm’s future performance.

The results of this study along with other findings in this field create a substantial
understanding for investors and other capital market institutions and also for auditors
and observers. Although recent studies have shown that managers resort to real
earnings management if they are restricted in accrual earnings management, the
negative effects of this phenomenon on the firm’s future performance should
be considered. In other words, from the managers’ perspective the issue should be
considered of whether managers endanger the firm’s performance in future periods by
real activities manipulation in order to enhance current-year earnings and expose
themselves to the shareholders’ pessimism. For this reason, it is suggested that
shareholders prepare bonus plans in accordance with performance, in order for
managers really to improve the firm’s performance.

References

Abbott, L.J. and Parker, S. (2000), “Auditor selection and audit committee characteristics”,
Auditing: A Journal of Practice & Theory, Vol. 19 No. 2, pp. 47-66.

Aboody, D. (1996), “Recognition versus disclosure in the oil and gas industry”, Journal of
Accounting Research, Vol. 34 No. 3, pp. 21-32.

Arya, A., Glover, J. and Sunder, S. (1998), “Earnings management and the revelation principle”,
Review of Accounting Studies, Vol. 3 Nos 1-2, pp. 7-34.

Baber, W.R., Fairfield, P.M. and Haggard, J.A. (1991), “The effect of concern about reported
income on discretionary spending decisions: the case of research and development”, The
Accounting Review, Vol. 66 No. 4, pp. 818-829.

Barclay, M.J., Gode, D. and Kothari, S.P. (2000), “Matching delivered performance”, Journal of
Contemporary Accounting and Economics, Vol. 1 No. 1, pp. 1-25.

Barton, J. (2001), “Does the use of financial derivatives affect earnings management decisions?”,
The Accounting Review, Vol. 76 No. 1, pp. 1-26.

Bartov, E. (1993), “The timing of asset sales and earnings manipulation”, The Accounting Review,
Vol. 68 No. 4, pp. 840-855.

Bar-Yosef, S. and Livnat, J. (1984), “Auditor selection: an incentive-signalling approach”,
Accounting and Business Research, Vol. 14 No. 56, pp. 301-309.

446

MD
53,2



www.manaraa.com

Basu, S. (1997), “The conservatism principle and the asymmetric timeliness of earnings”, Journal
of Accounting and Economics, Vol. 24 No. 1, pp. 3-37.

Bens, D. and Monahan, S. (2008), “Altering investment decisions to manage financial reporting
outcomes: asset backed commercial paper conduits and FIN 46”, Journal of Accounting
Research, Vol. 46 No. 5, pp. 1017-1055.

Bens, D., Nagar, V. and Wong, M.F.H. (2002), “Real investment implications of employee stock
option exercises”, Journal of Accounting Research, Vol. 40 No. 2, pp. 359-393.

Bergstresser, D. and Philippon, T. (2006), “CEO incentives and earnings management”, Journal of
Financial Economics, Vol. 80 No. 3, pp. 511-529.

Bergstresser, D., Desai, M.A. and Rauh, J. (2006), “Earnings manipulation, pension assumptions
and managerial investment decisions”, Quarterly Journal of Economics, Vol. 121 No. 1,
pp. 157-195.

Bishop, M.L. and Eccher, E.A. (2000), “Do markets remember accounting changes? An
examination of subsequent years”, available at: http://papers.ssrn.com/sol3/papers.cfm?
abstract_id¼218448 (accessed June 25, 2013).

Black, E.L., Carnes, T.A. and Richardson, V.J. (2000), “The value relevance of multiple
occurrences of nonrecurring item”, Review of Quantitative Finance and Accounting, Vol. 15
No. 4, pp. 391-411.

Bowen, R., Davis, A.K. and Rajgopal, S. (2002), “Determinants of revenue reporting practices for
internet firms”, Contemporary Accounting Research, Vol. 19 No. 4, pp. 523-562.

Brown, S. (2004), “The impact of pension assumptions on firm value”, available at: http://papers.
ssrn.com/sol3/papers.cfm?abstract_id¼596666 (accessed June 25, 2013).

Burgstahler, D., Jiambalvo, J. and Shevlin, T. (2002), “Do stock prices fully reflect the implications
of special items for future earnings?”, Journal of Accounting Research, Vol. 40 No. 3,
pp. 585-612.

Bushee, B.J. (1998), “The influence of institutional investors on myopic R&D investment
behavior”, The Accounting Review, Vol. 73 No. 3, pp. 305-333.

Chaubey, M.D. and Kulkarni, M.S. (1988), “Executive compensation and performance of firms”,
Managerial Finance, Vol. 14 No. 4, pp. 14-18.

Cheng, Q. and Warfield, T.D. (2005), “Equity incentives and earnings management”, The
Accounting Review, Vol. 80 No. 2, pp. 441-476.

Chi, W., Lisic, L.L. and Pevzner, M. (2011), “Is enhanced audit quality associated with greater
real earnings management?”, Journal of Accounting Horizons, Vol. 25 No. 2,
pp. 315-335.

Cohen, D. and Zarowin, P. (2010), “Accrual-based and real earnings management activities
around seasoned equity offerings”, Journal of Accounting and Economics, Vol. 50 No. 1,
pp. 2-19.

Cohen, D., Dey, A. and Lys, T. (2008), “Real and accrual-based earnings management in the
pre-and-post-Sarbanes-Oxley periods”, The Accounting Review, Vol. 83 No. 3, pp. 757-787.

Cornett, M.M., McNutt, J.J. and Tehranian, H. (2009), “Corporate governance and earnings
management at large US bank holding companies”, Journal of Corporate Finance, Vol. 15
No. 4, pp. 412-430.

Darrough, M.N. and Rangan, S. (2005), “Do insiders manipulate earnings when they sell their
shares in an initial public offering?”, Journal of Accounting Research, Vol. 43 No. 1, pp. 1-33.

Davidson, W.N., Xie, B., Xu, W. and Ning, Y. (2007), “The influence of executive age, career
horizon and incentives on pre-turnover earnings management”, Journal of Management
& Governance, Vol. 11 No. 1, pp. 45-60.

447

Incentive
effects of
managers’
bonuses



www.manaraa.com

DeAngelo, L.E. (1988), “Discussion of evidence of earnings management from the provision for
bad debts”, Journal of Accounting Research, Vol. 26, Supplement, pp. 32-40.

Dechow, P., Sloan, R. and Sweeney, A.P. (1995), “Detecting earning management”, The
Accounting Review, Vol. 70 No. 2, pp. 193-225.

Dechow, P.M., Huson, M.R. and Sloan, R.G. (1994), “The effect of restructuring charges on
executives’ cash compensation”, The Accounting Review, Vol. 69 No. 1, pp. 138-156.

Dechow, P.M., Kothari, S.P. and Watts, R.L. (1998), “The relation between earnings and cash
flows”, Journal of Accounting and Economics, Vol. 25 No. 2, pp. 133-168.

Dye, R.A. (2002), “Classifications manipulation and Nash accounting standards”, Journal of
Accounting Research, Vol. 40 No. 4, pp. 1125-1163.

Ely, K.M. (1991), “Interindustry differences in the relation between compensation and firm
performance variables”, Journal of Accounting Research, Vol. 29 No. 1, pp. 37-58.

Enomoto, M., Kimura, F. and Yamaguchi, T. (2012), “Accrual-based and real earnings
management: An international comparison for investor protection”, Discussion paper
series RIEB, Kobe University, Kobe.

Fama, E.F. (1980), “Agency problems and the theory of the firm”, Journal of Political Economy,
Vol. 88 No. 2, pp. 288-307.

Firth, M. and Smith, A. (1992), “Selection of auditor firms by companies in the new issue market”,
Applied Economics, Vol. 24 No. 2, pp. 247-255.

Fudenberg, D. and Tirole, J.J. (1995), “A theory of income and dividend smoothing based on
incumbency rents”, Journal of Political Economy, Vol. 103 No. 1, pp. 75-93.

Gao, P. and Shrieves, R.E. (2002), “Earnings management and executive compensation: A case of
overdose of option and underdose of salary?” A paper presented at the EFA Berlin
meeting, Berlin, available at: Papers.ssrn.com

Gaver, J.J., Gaver, K.M. and Austin, J.R. (1995), “Additional evidence on bonus plans and income
management”, Journal of Accounting and Economics, Vol. 19 No. 1, pp. 3-28.

Godfrey, J.M. and Jones, K.L. (1999), “Political cost influences on income smoothing via
extraordinary items classification”, Accounting and Finance, Vol. 39 No. 3, pp. 229-253.

Guidry, F., Leone, A.J. and Rock, S. (1999), “Earnings-based bonus plans and earnings
management by business-unit managers”, Journal of Accounting and Economics, Vol. 26
Nos 1-3, pp. 113-142.

Gunny, K.A. (2005), “What are the consequences of real earning management?”, Published
Dissertation, University of California, Berkeley, CA.

Gunny, K.A. (2010), “The relation between earnings management using real activities
manipulation and future performance: evidence from meeting earnings”, Contemporary
Accounting Research, Vol. 27 No. 3, pp. 855-888.

Gupta, M., Pevzner, M. and Seethamraju, C. (2010), “Implications of absorption cost accounting
and production decisions for future firm performance and valuation”, Contemporary
Accounting Research, Vol. 27 No. 3, pp. 889-922.

Hann, R., Lu, Y. and Subramanyam, K.R. (2007), “Uniformity versus flexibility: evidence from
pricing of the pension obligation”, The Accounting Review, Vol. 82 No. 1, pp. 107-137.

Hansen, G.S. and Hill, C.W. (1991), “Are institutional investors myopic? A time-series study of
four technology-driven industries”, Strategic Management Journal, Vol. 12 No. 1, pp. 1-16.

Hashemi, S.A. and Rabiee, H. (2011), “The role of corporate governance in real earnings
management: evidence from Iran”, Journal of Contemporary Research In Business, Vol. 3
No. 6, pp. 848-857.

448

MD
53,2



www.manaraa.com

Healy, P.M. (1985), “The effect of bonus schemes on accounting decisions”, Journal of Accounting
and Economics, Vol. 7 Nos 1-3, pp. 85-107.

Holthausen, R.W., Larcker, D.F. and Sloan, R.G. (1995), “Annual bonus schemes and the
manipulation of earnings”, Journal of Accounting and Economics, Vol. 19 No. 1, pp. 29-74.

Houmes, R.E. and Skantz, T.R. (2010), “Highly valued equity and discretionary accruals”, Journal
of Business Finance and Accounting, Vol. 37 Nos 1-2, pp. 60-92.

Hughes, P.J. and Schwartz, E.S. (1988), “The LIFO/FIFO choice: an asymmetric information
approach”, Journal of Accounting Research, Vol. 26 No. 3, pp. 41-58.

Indjejikian, R.J. and Nanda, D.J. (2002), “Executive target bonuses and what they imply about
performance standards”, The Accounting Review, Vol. 77 No. 4, pp. 793-819.

Ittner, C.D., Larcker, D.F. and Rajan, M.V. (1997), “The choice of performance measures in annual
bonus contracts”, The Accounting Review, Vol. 72 No. 2, pp. 231-255.

Jensen, M.C. and Murphy, K.J. (1990), “Performance pay and top-management incentives”, Journal
of Political Economy, Vol. 98 No. 2, pp. 225-264.

Jensen, M.C., Murphy, L.J. and Wruck, E.G. (2004), “Remuneration: Where we’ve been, how we
got to here, what are the problems, and how to fix them”, Harvard NOM working paper,
available at: http://papers.ssrn.com/sol3/papers.cfm?abstract_id=561305 (accessed
February 15, 2013).

Jiang, J.X., Petroni, K.R. and Wang, I.Y. (2010), “CFOs and CEOs: who have the most influence on
earnings management?”, Journal of Financial Economics, Vol. 96 No. 3, pp. 513-526.

Jones, J.J. (1991), “Earnings management during import relief investigations”, Journal of
Accounting Research, Vol. 29 No. 2, pp. 193-228.

Kim, B.H., Lisic, L.L. and Pevzner, M. (2010), “Debt covenant slacks and real earnings
management”, Working paper, George Mason University, Washington, DC.

Lehn, K.M. and Zhao, M. (2006), “CEO turnover after acquisitions: are bad bidders fired?”, The
Journal of Finance, Vol. 61 No. 4, pp. 1759-1811.

Lin, S., Radhakrishnan, S. and Su, L. (2006), “Earnings management and guidance for meeting or
beating analysts’ earnings forecasts”, available at: http://papers.ssrn.com/sol3/papers.cfm?
abstract_id¼928182 (accessed June 25, 2013).

Malmquist, D.H. (1990), “Efficient contracting and the choice of accounting method in the oil and
gas industry”, Journal of Accounting and Economics, Vol. 12 Nos 1-3, pp. 173-205.

Marquardt, C.A. and Wiedman, C. (2005), “Earnings management through transaction
structuring: contingent convertible debt and diluted EPS”, Journal of Accounting
Research, Vol. 43 No. 2, pp. 205-243.

McNichols, M. andWilson, G.P. (1988), “Evidence of earnings management from the provision for
bad debts”, Journal of Accounting Research, Vol. 26 No. 3, pp. 1-31.

McVay, S.E. (2006), “Earnings management using classification shifting: an examination of core
earnings and special items”, The Accounting Review, Vol. 81 No. 3, pp. 501-531.

Mehran, H. (1995), “Executive compensation structure, ownership, and firm performance”,
Journal of Financial Economics, Vol. 38 No. 2, pp. 163-184.

Moses, O.D. (1987), “Income smoothing and incentives: empirical tests using accounting
changes”, The Accounting Review, Vol. 62 No. 2, pp. 358-375.

Muller, K.A. (1999), “An examination of the voluntary recognition of acquired brand names in the
United Kingdom”, Journal of Accounting and Economics, Vol. 26 Nos 1-3, pp. 179-191.

Murphy, K.J. (1999), “Executive compensation”, in Ashenfelter, O. and Card, D. (Eds), Handbook
of Labor Economics (Vol. 3B), Elsevier, Amsterdam.

449

Incentive
effects of
managers’
bonuses



www.manaraa.com

Nagar, V. (2002), “Delegation and incentive compensation”, The Accounting Review, Vol. 77 No. 2,
pp. 379-396.

Natarajan, R. (1996), “Stewardship value of earnings components: additional evidence on the
determinants of executive compensation”, The Accounting Review, Vol. 71 No. 1, pp. 1-22.

Neill, J.D., Pourciau, S.G. and Schaefer, T.F. (1995), “Accounting method choice and IPO
valuation”, Accounting Horizons, Vol. 9 No. 3, pp. 68-80.

Palmrose, Z.V. (1986), “Audit fees and auditor size: further evidence”, Journal of Accounting
Research, Vol. 24 No. 1, pp. 97-110.

Prendergast, C. (2002), “The tenuous trade-off between risk and incentives”, Journal of Political
Economy, Vol. 110 No. 5, pp. 1071-1102.

Reitenga, A., Buchheit, S., Yin, Q.J. and Baker, T. (2002), “CEO bonus pay, tax policy, and earnings
management”, Journal of the American Taxation Association, Vol. 24 No. 1, pp. 1-23.

Riedl, E.J. and Srinivasan, S. (2010), “Signaling firm performance through financial statement
presentation: an analysis using special items”, Contemporary Accounting Research, Vol. 27
No. 1, pp. 289-332.

Ronen, J. and Yaari, V. (2008), Earnings Management: Emerging Insights in Theory, Practice, and
Research (Vol. 3), Springer Science.

Roychowdhury, S. (2006), “Earnings management through real activities manipulation”, Journal
of Accounting and Economics, Vol. 42 No. 3, pp. 335-370.

Schipper, K. (1989), “Commentary on earnings management”, Accounting Horizons, Vol. 3 No. 4,
pp. 91-102.

Scott, W.R. (1997), Financial Accounting Theory, Prentice Hall, Englewood Hills, NJ.

Singer, Z. (2008), “Discretionary Financial Reporting: Items Manipulated by IPO Firms, and
Investors’ Increased Awareness”, University of California, Berkeley.

Teoh, S.H., Wong, T.J. and Rao, G.R. (1998), “Are accruals during initial public offerings
opportunistic?”, Review of Accounting Studies, Vol. 3 Nos 1-2, pp. 175-208.

Visvanathan, G. (2008), “Corporate governance and real earnings management”, Academy of
Accounting and Financial Studies Journal, Vol. 12 No. 1, pp. 9-22.

Zang, A.Y. (2012), “Evidence on the trade-off between real activities manipulation and
accrual-based earnings management”, The Accounting Review, Vol. 87 No. 2, pp. 675-703.

Zeff, S.A. (1993), “The politics of accounting standards”, Economic Aziendale, Vol. 12 No. 2,
pp. 123-142.

About the authors
Dr Mahdi Moradi is currently is an Associate Professor of Accounting Department at the
Ferdowsi University of Mashhad, Iran. So far, he published more than 40 papers in international
journals and 20 papers in national journals. His interest includes Auditing, Financial Reporting
and Earrings Management.

Dr Mahdi Salehi is an Assistant Professor of Accounting at the Ferdowsi University of
Mashhad, Iran. So far he published several papers in international journals as well national. His
interest includes Auditing, Audit Expectation Gap and Financial Reporting. Dr Mahdi Salehi is
the corresponding author and can be contacted at: mehdi.salehi@um.ac.ir

Mohammad Zamanirad is obtained his MA in Accounting from the Ferdowsi University of
Mashhad, Iran.

For instructions on how to order reprints of this article, please visit our website:
www.emeraldgrouppublishing.com/licensing/reprints.htm
Or contact us for further details: permissions@emeraldinsight.com

450

MD
53,2



www.manaraa.com

Reproduced with permission of the copyright owner. Further reproduction prohibited without
permission.


