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Abstract      
 

The study was conducted to examine the effect of accounting environment on use of 

discretionary accruals by constrained firms in order to raise finance by debt and equity. For the 

purpose of the study Germany was chosen as code law country and United Kingdom was 

chosen as common law country. The data included firms listed on Deutsche Börse Stock 

Exchange and London Stock Exchange. Data was collected for years 1990 to 2015. Regression 

analysis was done on 7827 firm year observations. Modified Jones model was used to 

determine discretionary accruals and lagged year return on assets was added to Modified Jones 

model to adjust for performance. Performance adjusted accruals were called abnormal accruals 

in the study. Net leverage, free cash flow and KZ index methods were used as constraint 

measures and capital expenditure has been used as investment opportunity. Pooled regression 

controlled for year effect was performed to capture the influence of time series trends.  

 

All the models have insignificant results, but when pooled regressions controlled for year effect 

were run significant results were obtained. For first hypothesis pooled regression controlled for 

years by net leverage constraint has significant results revealing that common law countries 

have lower accruals for constrained firm with investment opportunity. This can be because in 

common law countries firms signal growth to investors by income decreasing accounting 

choices as it is taken as positive signal. On the other hand, in code law countries firms can use 

discretionary accruals to get waivers and debt at low cost.  

 

Furthermore, for second hypothesis only pooled regression accounting for year on debt 

financing using net leverage have significant results revealing that when discretionary accruals 

are used more debt financing is raised by financially constrained firm with investment 

opportunity in common law countries as compared to code law countries. This can be because 

in common law countries firms are not closely monitored by banks as financial disclosure is 

considered high in such countries. Results were insignificant for pooled regression controlled 

for year effect for raising equity. However, for all pooled regression controlled for year effect 

for debt and equity raised significant results were obtained for result that more equity and debt 

is raised by financially constrained firm when they have positive projects. 

 

The study results will help investors in respective accounting environments to make financing 

decisions. Moreover, it will assist managers to make corporate and financing decisions using 

accruals. The study also adds to literature of signaling and opportunistic hypothesis. However, 

future research is needed to examine the motivation of accrual use in different accounting 

environments.  
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Discretionary accruals, common law, code law, financial constraint, signaling hypothesis, 

opportunistic hypothesis 
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1      INTRODUCTION 

1.1 Background 

Accrual accounting is used by management to improve accuracy of financial 

information regarding firm performance (Subramanyam 1996) and predict future 

cash flows but has become a tool of earnings management to meet short term goals 

of managers (Jordon, Clark and Hames 2010). Management can use discretionary 

accruals for manipulations, which are done by recognizing revenue of credit sales 

and delaying recognizing expenses when purchased on credit or assuming low 

provision for bad debts or changing depreciation method. Many companies have 

been able to do fraud by using accruals opportunistically. 

On the other hand, accruals are used by managers rationally as well. According to 

this, managers know that investors already anticipate managers of a firm to use 

discretionary accruals. Thus these investors adjust their valuations accordingly. So in 

order to meet those adjustments and investors expectation managers manage 

accruals. Apart from this another reason managers use accruals discretion is to signal 

positive news to investors, that is when firm is growing or have positive future 

projects and prospects. This results increase in stock price of the firm.  

Even though all firms have projects to grow, but all of them do not have enough 

funds to invest in these projects. Some firms can easily get external financing 

through debt and equity but other firms have difficulty in raising funds to invest in 

their positive net present value (NPV) projects. The firms are considered as 

financially constrained if they have difficulty in obtaining finances. In the study we 

consider constrained firms as Hadlock and Pierce (2010) has classified them, as 

likely financially constrained category which consists of firms that have difficulties 

in raising finances but have little cash available. The study considers these 

constrained firms that have valuable projects but have difficulty in raising funds. The 

positive valuable projects mean that these projects add more to revenue of firm rather 

than costs, hence increasing value of the firm. For the study we have used capital 

expenditure as investment opportunity, assuming that all projects are valuable as firm 

invests in those projects that have positive NPV. As constrained firms face difficulty 

in raising finances they resort to using discretionary accruals to make their financial 

numbers look attractive to investors in order to raise funds. 
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Moreover, in the study we will see impact of accounting environment on use of 

discretionary accruals by financially constrained firms with positive investment 

projects. Accounting environment effects financial reports as in different countries 

demand of financial users is different which makes firms prepare reports according 

to their needs. Accounting environment is divided into two categories which are code 

and common law. Common law are countries where accounting standards are made 

in accounting market and transform over time to meet the need of investors and 

increase investor protection. On the other hand, code law countries accounting 

standards are made by government and ownership of firms is concentrated by few 

banks. Therefore, firms in code law countries focus on meeting financial statements 

need of its stakeholders.  

In previous years, financial frauds like Enron and Worldcom has raised scepticism 

against true and fair representation of financial reports and use of accruals as 

opportunistic. The research was motivated by this reason to investigate whether 

accruals, that increase informativeness of financial statements, are used by 

financially constrained firms optimistically or as a positive signal which helps them 

to raise funds initially but in future these projects does enhance those firms 

performance. The research aims to study the impact of accounting environment on 

level of discretionary accruals in financially constrained firms with positive projects 

and does this use of discretionary accruals helps in raising funds and improve 

performance. Previous researchers have studied the use of discretionary accruals by 

constrained firms to gain capital but there is a research gap as no one has studied it in 

different accounting environments. Institutional factors of a country affect the 

accounting practises and use of accruals, hence affecting the accounting quality. 

(Nikkinen and Sahlstrom 2002; Soderstrom and Sun 2007). Therefore, this study also 

aims to study that does the model gives same result in code law and common law 

countries.  

The significance of the topic is that it will add to the literature which will help 

investors to take accruals management as a signal of increased earnings quality and 

financing decision regarding an investment or as an opportunistic act. Moreover, by 

looking at the accounting environment, our study fills the research gap and will help 

investors in that country to know how much and when discretionary accruals are 

used by firms compared to other accounting environment and does discretionary 
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accrual use for raising finances contribute to earnings quality positively or negatively 

in their institutional system.  

1.2 Previous Research 

Researches have been done on earnings management using accruals and are these 

accruals used for informative or manipulative purposes. According to Subramanyam 

(1996) fundamental value of firms is improved by smoothing earnings and increases 

the value relevance and informativeness of earnings. Therefore, when firms have 

growth opportunities they use discretionary accruals trying to incorporate that growth 

component in stock price. Rangan (1998) provided evidence that managers use 

earnings management to increase stock price and it increases more around seasoned 

equity offering. This can be to signal positive private information like growth 

opportunities to stakeholders as found by Louis and Robinson (2005). Gul, Leung 

and Srinidhi (2000) supports that earnings management is done for informative 

purpose rather than for opportunistic reasons, and provides evidence that market 

price of firms with more investment opportunities that use discretionary accruals is 

more than firms with few investment prospects. 

 Frantz (1997) studies signaling private information to raise equity in order to make 

investments and find that income increasing accounting choices are taken as negative 

signal, whereas balance sheet weakening and income decreasing accounting choices 

are taken as positive signal of private information by investors. However, according 

to Kurt (2017) when constrained firms have to sell equity they do upward earnings 

management through income increasing accruals. He also finds that earnings 

management is related to low season equity announcement returns but positive 

abnormal returns in long run. 

However, Linck, Netter and Shu (2013) did research on use of accruals to signal 

positive future by financially constrained firms with positive investment 

opportunities. Before them research on financially constrained firms was not done. 

They find discretionary accruals level higher in financially constrained firms before 

investment when compared to unconstrained firms. They also find that constrained 

firms that have higher accruals are able to raise more financing both debt and equity 

as compared to financially constrained firms with lower discretionary accruals. They 

also find that these financially constrained firms have higher earnings announcement 
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returns compared to firms using lesser discretionary accruals. Thus, providing 

evidence that accruals are used to ease financial stress by constraint firm and 

improve their performance.  

Hao and Li (2016) also studies use of accruals by financially constrained firms to 

signal positive future prospects and raise funds. Unlike Linck et al. (2013) used 

capital expenditure to measure investment opportunity Hao and Li (2016) do it on 

intangible assets, which include research and development, patents and patent 

citations. Moreover, Hao and Li (2016) conducted their study on different kinds of 

equity issues which included equity issued to employees. Like Linck et al. (2013) 

they find financially constrained firms to have higher level of discretionary accruals 

than unconstrained firms. They find positive association between use of discretionary 

accruals and capital financing and operating performance in future after making 

investments. They also find firms with higher accruals have more research and 

development expenses and patents issued. Hao and Li (2016) provides evidence that 

equity issuance by employees is important by financially constrained firms as they 

find that positive relation between discretionary accruals and prospective investment 

is driven by employee equity issuance.  

Our research is different from Linck et al (2013) and Hao and Li (2016) as it 

incorporates accounting environment impact on discretionary accruals use by 

financially constrained firms with favourable future prospects. The accounting 

environment plays a vital role in how financial statements are made and in meeting 

the needs of investors.  

1.3 Research question and design 

Our study studies the accounting environment effect on use of discretionary accruals 

by financially constrained firms with positive projects. The research question is as 

following: 

“Does accounting environment impacts use of discretionary accruals by financially 

constrained firms with positive investment opportunities to ease raising finances.” 

For the research purpose Germany is chosen as a code law country and United 

Kingdom (UK) is chosen as country belonging to common law country. These 

countries are chosen on the basis that their firms make their accounting statements 
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according to International Financial Reporting Standards (IFRS). The data is 

extracted from Datastream for years 1990 to 2015 and currency used is UK pounds 

for both countries so that values of variables are in same currency in order to make 

comparisons.  

Modified Jones Model is used to find discretionary accruals, which is the error term 

of the model. Lagged return on assets (ROA) is added to modified Jones model in 

order to capture the performance of the firm (Kothari, Leone, Wasley 2005). These 

performance adjusted discretionary accruals are called abnormal accruals in the 

study. To measure financially constrained firms out of the sample, three financially 

constraints measures are used. First is net leverage for which firms with positive net 

debt are constrained firms. Second constraint measure is free cash flow for which 

bottom 30 percent of firms are the constrained firms (Linck et al 2013). The third 

measure is Kaplan and Zingales index (KZ index) for which top 30% of firms are 

considered as constrained firms (Hadlock and Pierce 2010).  

Cross sectional regression model used by Linck et al (2013) with some modifications 

is used to see accounting environment impact on abnormal accruals for financially 

constraint firms with investment opportunities. Capital expenditure is used as 

investment opportunity and dummy variables are used for accounting environment 

and financial measure. Interaction terms of investment opportunity with constraint 

measure, investment opportunity with accounting environment and accounting 

environment with constraint measure are included in the model. Book to market 

ratio, market equity and sales growth are used as control variables in the regression.  

Second cross sectional regression is run to see whether abnormal accruals in 

accounting environment facilitate equity and debt issuance. Separate regressions are 

run for equity and debt. In this regression accounting environment and financial 

constraints are the dummy variables. Along with them other independent variables 

included in the regression are investment opportunity and abnormal accruals.  

Control variables in this regression include cash flow, Tobin Q, Leverage, Dividends, 

Cash holdings, Sales Growth (Linck et al 2013) and ROA (Hao and Li 2016). Apart 

from this additional test is performed by controlling for year effect for the above 

regression models. Controlling for year will capture the influence of time series 
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trends of the variables. For this test pooled regression is performed by adding 

dummy variables of years to the models. 

The results are insignificant for all the three models but when the models are 

controlled for year effect significant results are obtained. The significant result using 

pooled regression controlled for years by net leverage constraint show that abnormal 

accruals are lower in common law countries financially constrained firms with 

positive projects. This can be because managers use income decreasing accounting 

choices to signal to investors who take it as positive signal. Other reason can be that 

in code law countries firms might also use earnings management opportunistically to 

get waivers and debt at low cost.  

For second hypothesis significant results are obtained again when pooled regression 

controlled for year effect for raising debt is conducted using net leverage as 

constraint. It shows that more debt is raised by financially constrained firm with 

investment opportunity when they use discretionary accruals in common law 

countries as compared to code law country. Reason for this can be that common law 

countries firms financial disclosure is higher than code law so banks do not monitor 

that closely firms operations as happens in code law and provides debt financing 

based on financial statements. Hence, common law country firms are able to raise 

more debt financing as well.  

The results are insignificant when pooled regression controlled for year effect to 

raise equity was run using all three constraints. However, pooled regressions 

controlled for year effect for both equity and debt give significant results that more 

equity and debt is raised by financially constrained firms with positive projects.  

This chapter is followed by Chapter 2 which is literature review. Literature review 

starts with earnings management, its motivation and ways to do manipulation. 

Discretionary accruals, a tool of earnings management is mentioned in detail in this 

chapter. Later, this chapter continues with earnings management in equity and debt 

issue. Then literature about accounting environment and financial constraint ends the 

chapter. Chapter 3 is data and research methods and constitutes of hypothesis 

development, data and methodology of research. Chapter 4 presents empirical 

evidence and results. Chapter 5 is the conclusion of the thesis.   



14 
 

2      LITERATURE REVIEW 

2.1  Earnings Management 

To assess a firm’s performance accounting statements are primary source for 

investors (Lee and Masulis 2009) and in these statements earnings is an important 

item, as investment and strategic decisions are based upon it (Degeorge, Patel and 

Zeckhauser 1999; Burgstahler and Dichev 1997). As all of the stakeholders including 

analysts, executives and investors rely on earnings figure (Graham, Harvey and 

Rajgopal 2005) so earnings are more susceptible to be manipulated by management 

to achieve the desired outcomes. According to Lin and Hwang (2010), earnings 

management is done when managers use judgment and change financial reports by 

structuring transactions in order to mislead stakeholders about the economic 

performance of the company or to achieve desired levels of earnings (Rosner 2003). 

Managers can manipulate earnings because information asymmetry exists between 

management and stakeholders (Sanchez-Ballesta and Garcia-Meca 2007; Ghosh and 

Olsen 2009). Measures of asymmetric information includes stock return volatility, 

debt rating, analysts forecast dispersion and proportion of intangible assets (Lee and 

Masulis 2009). Chaney and Lewis (1995) developed a model for asymmetric firms, 

dividing firms into high value and low value firms. High value firms are those from 

which investors expect high earnings. According to them investors think that only 

good firms will over report earnings as their willingness to pay additional corporate 

taxes. On the other hand, low value firms will consider cost of paying taxes over 

reporting high earnings.  

There is a very thin line between earnings management and fraud. Earnings 

management is considered to be within GAAP methods (Rosner 2003).  Degeorge et 

al. (1999) say that current standards and US GAAP (Ghosh and Olsen 2009) allow 

firms enough flexibility to choose their own inventory methods, bad debt allowance 

criteria, expensing of research and development or capitalization or expensing of 

leasing. Firms use this flexibility to achieve earnings they desire by shifting income 

between periods. On the contrary, fraudulent activities such as falsification or 

manipulation of accounting statements are not within GAAP (Rosner 2003).  
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Firms mostly use earnings management to increase their income as Burgstahler and 

Dichev (1997) found low frequencies of small decreases in earnings and high 

frequencies of small increases in earnings. They argue that marginal benefit of 

earnings increases steeply if it increases to small profit from a small loss. They 

justify this through prospect theory, which says that decision makers value firm 

profit and loss with respect to a reference point, rather than at absolute value, 

therefore value increases more if earnings move from loss to gain relative to a 

reference point. Beatty, Ke and Petroni (1999) reports accounting discretion is used 

more by publicly held banks, who report low frequency of small losses and earnings 

decline. This is because privately held banks ownership is concentrated and owners 

have access to all the information, therefore information asymmetry is low between 

owners and managers, hence they report losses and earnings declines as well. Ball 

and Shivakumar (2005) had different finding but it is for UK firms. They find that 

financial reporting by private firms are of lower quality as they manipulate earnings 

to meet owner’s requirements.  

Earnings management can be reduced by hiring high quality auditors. Ahmad-Zaluki, 

Campbell and Goodacre (2011) find that large and older firms, and firms audited by 

big 5 audit firms have low level of earnings management. Even though auditors 

increase the credibility of accounting statements there is still a gap in reduction of 

asymmetric information. This is because auditors assess business differently than 

managers and make their decisions based upon meeting legal liabilities which 

restrain managers from communicating true economic condition of firm to investors 

(Healy and Palepu 1993). Even though managers have responsibility to communicate 

true value of firm, they have motives to practice earnings management, and this is 

discussed in detail in following sub section.  

2.1.1 Motives of Earnings Management 

Management has different motives to manage earnings, but there are three 

hypotheses mentioned by Kurt (2017) explaining why managers manage earnings. 

These hypothesis are; rational expectations hypothesis, opportunism hypothesis, and 

signaling hypothesis. The rational expectations hypothesis is that investors adjust 

their valuations as they are already aware about managers reporting incentives and 

accounting discretion. Therefore, managers do earnings management in order to meet 
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investors’ valuation so that correct price level is estimated by investors. Shivakumar 

(2000) says that this earnings management practiced by mangers is a rational 

response to investors expected behavior.  

The signaling hypothesis is that managers perform earnings management to convey 

positive signal to investors (Kurt 2017). Sun and Rath (2008) supporting signaling 

hypothesis says that earnings management is used to smooth earnings as they are 

more predictable and influence shareholders view about firm future, hence they 

convey information regarding future to investors. Reducing variability of earnings to 

report near an expected number is smoothing (Subramanyam 1996). Chaney, Jeter 

and Lewis (1998) support this that income smoothing provides long term benefit and 

earnings response coefficient that reflects information used to make prices is higher 

when management smooth earnings. This is because smoother earnings are 

anticipated to persist in future.   

Luippold, Kida, Piercey, and Smith (2014) are of different view that management 

smooth earnings in order to meet short term goals over meeting long term economic 

growth. They also say that earnings are managed to achieve cognitive reference 

points that are easy to remember such as instead reporting $1.8, management will 

report $2.  According to Degeorge et al. (1999) managers are motivated to manage 

earnings in order to meet threshold of reporting positive profits and sustain current 

performance and reduce variability in earnings under uncertain conditions (Ghosh 

and Olsen 2009). 

According to Louis and Robinson (2005) firms with growth opportunities use 

discretionary accruals to signal this positive private information to stakeholders (Gul, 

Leung and Srinidhi 2000). Another explanation according to Gul et al. (2000) that 

firms with growth opportunities perform earnings management is that these firms are 

under pressure to give up some investment opportunities in order to keep debt 

contracts. DuCharme, Malatesta and Sefcik (2004) say that managers do not want to 

face negative effects of giving false signals such as litigation costs, therefore the 

signals they give are informative not deceptive. 

The third hypothesis according to Kurt (2017), opportunism hypothesis, is that 

managers use earnings management for personal or firm level gain by misleading 

investors. This hypothesis involves different motivation reasons by management. 
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One of the firm level gain motivation to manage earning is to meet analysts’ 

forecasts (Jordon, Clark and Hames 2010; Degeorge et al. 1999). Managers want to 

meet the forecasts as missing the targets will signal poor predictability of future by 

them or it may signal that firm is facing serious problems (Graham et al. 2005).  

According to Burgstahler and Dichev (1997) to meet analysts forecast higher 

concentration of positive deviations is seen rather than negative deviations. 

Richardson, Teoh and Wysocki (2004) finds that managers are more motivated to 

beat the market at earnings announcement when firm or insiders have to sell the 

stock. Jaggi, Chin, Lin and Lee (2006) in their study on Taiwan firms found that 

when regulation required IPO firms to disclose earnings forecast in order to reduce 

information asymmetry, this resulted in disclosure of more optimistic earnings 

forecast and more manipulation was done by managers to reduce the forecast error. If 

a firm violates debt covenants then their chances of issuing earnings forecast drops 

(Vashishtha 2014).  

Another motivation for firm gain according to Burgstahler and Dichev (1997) is to 

avoid losses and earning decreases in order to reduce transaction costs for firm. Such 

as, better offer is provided by supplier as they expect high earning firm to do all 

payments in future, or lenders provide better terms as they assume high earnings firm 

will not default. Similarly customers are ready to pay higher price for firm products 

with good income and reputation.  

Managers manage earnings upwards for personal gain if their compensation and 

performance is linked to earnings and stock price (Subramanyam 1996; Degeorge et 

al. 1999; Graham et al. 2005) or to secure their job as for some managers credibility 

loss of not being able to do job properly matters more than monetary loss of bonuses 

(Defond and Park 1997; Chi and Gupta 2009).  

On the other hand, earnings management is also done to decrease value of firm if 

executives’ interests do not align with shareholders or to meet their own satisfaction 

to meet targets (Degeorge et al. 1999; Healy and Palepu 1993). This difference arises 

because of separation of ownership and control (Rodriguez- Perez and Hemmen 

2010) which leads to conflict of interest. Warfield, Wild and Wild (1995) says that if 

managers have no stake in firm they will do activities that are non value maximizing 

such as shirking. Therefore, contracts are written with accounting based restrictions 
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to discourage these activities, but managers can adjust these accounting numbers in 

order to meet contractual terms or earn bonuses.  

Earnings management for personal gains also includes misuse of control by 

management and controlling owners for their own benefits, like transferring firm 

assets to personal use (Leuz, Nanda and Wysocki 2003). According to Aharony, 

Wang and Yuan (2010) earning is inflated in hope of tunneling opportunities that is 

transfer of economic resources and profit out of firm for the benefit of owners. They 

carried out the study in China where motivation for tunneling is to exploit minority 

shareholders, who have bought shares in IPO. One method of tunneling used in 

China is non payment of corporate debt by parent company to their new listed 

subsidiaries. For Chinese firm another motivation to increase earnings is to increase 

chances to get listed, as it results in enhancing firm reputation.  

Apart from these three hypotheses, there are other reasons that lead managers to 

manage earnings which do not fall under these hypotheses or can be explained by 

two hypotheses. Such as earnings is managed to increase stock price. This can be 

done for opportunistic reason or to signal growth. According to Rangan (1998) 

motivation to increase stock price increases around seasoned equity offering. This 

stock price increase leads to increased probability of completion of IPO process and 

more number of shares being sold (Lee and Masulis 2011). Armstrong, Foster and 

Taylor (2015) argues that managers act opportunistically as they have incentive to 

manage earnings at IPO as portion of their wealth is attached to firm equity and when 

company is publicly traded managers performance is evaluated through stock price. 

Another motivation to manage earnings is to avoid violating debt covenant (Sanchez-

Ballesta and Garcia-Meca 2007) and decrease cost of debt (Graham et al. 2005) or to 

maintain or improve credit rating (Jung, Soderstrom and Yang 2013). Beneish, Press 

and Vargus (2012) shows that management is motivated to do earnings management 

before default but it depends upon risk of litigation.  

Ahmad-Zaluki et al. (2011) say that earnings management is done because of 

situations arising. Such situations include; increase in government investigation, 

price control and company distress. In price control situation firms practice income 

decreasing earnings management, anticipating benefit from increase in price. On the 



19 
 

contrary, firms practice income reducing earnings management when they have debt 

renegotiation in order to benefit from government support. 

Besides this another motivation suggested by Graham et al. (2005) is by meeting 

earnings target; they try to avoid time spent on explaining reasons of being unable to 

meet targets in long hours conferences and meetings. By doing so, they utilize this 

time saved in discussions related to future prospects of the firm.  

2.1.2 How Earnings Management is done 

Real earnings management (REM) is one way to do earnings management. The real 

activities management are intentional actions managers take by structuring or timing 

the transaction that are different from normal business operations and affect cash 

flows. (Roychowdhary 2006).  These may include shifting of income overtime or 

misreporting, which includes not writing off worn out inventory or reporting 

extraordinary expenses (Degeorge et al. 1999).  These actions do not increase firm 

value but just meet short term goal of avoiding negative annual forecast errors 

(Roychowdhary 2006). On the contrary, direct management can result in future costs 

and losses as in order to move earnings upwards management delays required 

training or maintenances expenses which increases costs of production or 

deterioration of machinery (Degeorge et al. 1999).  

Crabtree, Maher and Wan (2014) studies three ways of real earnings management 

which are; large increase in sales, overproduction of inventory and reducing 

discretionary expenses. Discretionary expenses include research and development 

costs, advertising expense and selling and administrative expenses. Other real actions 

include, selling bond investment that are not marked to market, cut expenses such as 

travel budget and maintenance expenses and managing pension plans (Graham et al. 

2005).  

REM are interpreted positively or negatively by the market, which gives it an edge 

over use of accruals. Such as if a firm increases sale or provide discounts, it can be 

taken positively as a marketing strategy done to increase brand awareness and 

loyalty. On the other hand, it can also be taken negatively as firm can be considered 

to be focusing on making short term profits. Another example is increase of 

inventory which can be taken positively as preparation for future anticipated sales or 
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it can be taken negatively as an attempt to reduce cost of goods sold by spreading 

fixed cost over large number of units. Similarly, discretionary expenses reduction can 

be taken positively as an attempt by management to reduce unnecessary discretionary 

costs or it can be taken negatively as an effort of meeting target profits or earning 

smoothing (Crabtree et al. 2014). 

Taylor and Xu (2010) found that firms occasionally practiced real earnings 

management through operating activities and it did not have any negative effect on 

firms operating performance but if firm regularly performed real earnings 

management then their operating performance declines with negative abnormal 

performance (Zang 2007). Roychowdhary (2006) supports this as he says that real 

earnings manipulation performed in current year has negative effects in future years. 

Such as if high price discounts are given to increase sales, customers will expect 

same discounts in future as well. Overproduction of inventory results in greater 

inventory holding costs. According to him benefits produced by increase in sales 

because of price discounts and decrease in costs because of overproduction of 

inventory are short lived.  

Unlike accruals management which is done at the end of the year, real earnings 

management (REM) is done before time in order to achieve desired earnings 

(Crabtree et al. 2014). Executives prefer real activities management even though 

REM has direct effect on cash flows. This is because REM is not under scrutiny by 

regulatory authority and auditors as accruals are, because auditors do not look at 

product pricing, production and advertisement costs in detail (Cohen and Zarowin 

2010). Moreover, real earnings management is not limited like accruals. Third, 

relying only on accruals involves risk (Roychowdhary 2006). 

Zang (2007) finds that real manipulation is determined before discretionary accruals 

by management and they change from discretionary accrual manipulation to real 

activities management when lawsuits are filed against company. She also finds from 

her cross sectional models that firms use more real activities management in fourth 

quarter as they have information regarding how much earnings management they 

need and motivation of meeting targets is higher. According to Graham et al. (2005) 

80% of CFO of their survey participant preferred decreasing discretionary spending 

on research and development, advertising and maintenance. About half of the 
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respondents in their sample, preferred delaying a new project with positive net 

present value in order to meet earnings target, among which technology firms are 

more likely to adopt this practice.  

The other way of accruals management is discretionary accruals. In fact it is a proxy 

for earnings management (Lee and Masulis 2009). Bernard and Skinner (1996) says 

that accrued liabilities, inventories and receivables, which are all part of accruals, are 

more prone to earnings management. Burgstahler and Dichev (1997) findings reveals 

that cash flow from operations and changes in working capital, which are 

components of earnings, are used to manage earnings. Discretionary accruals are 

discussed in more detail in following sub section. 

2.2  Discretionary Accruals 

Accruals is a component of earning, where accruals are realized when revenues are 

earned and expenses are incurred. The other component of earnings are cash flows 

from operations (Teoh, Welch, Wong 1998b), but they suffer from timing and 

matching problem (Ghosh and Olsen 2009). Therefore, accruals are used to cope 

with this problem and improve financial information regarding firm’s performance 

and business conditions more accurately than pure cash flow accounting (Nikkinen 

and Sahlstrom 2004; Subramanyam 1996). 

Accruals can be classified according to time period or managerial control. According 

to time period accruals can be classified as current accruals and long term accruals. 

Current accruals are adjustments in current assets and liabilities involving daily 

operations, like recognizing revenues before they are earned and delaying 

recognition of incurred expenses.  Long term accruals are changes in long term net 

assets such as realizing unusual gains and decreasing deferred taxes (Teoh et 

al.1998b; Charitou, Lambertides and Trigeorgis (2007). Classification of accruals 

according to managerial control is discretionary accruals and non-discretionary 

accruals. Non discretionary accruals are accruals that are inevitable. This depends 

upon industry and firm specific conditions, such as firm with high fixed assets will 

have high depreciation and high growth firm will have more sales. The portion of 

accruals that can be managed are the discretionary accruals (Teoh et al.1998b). 

Discretionary accruals can be managed for informative (signaling) or opportunistic 
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purposes. In the next sub section we will look at use of accruals for these purposes in 

detail.  

2.2.1 Accrual use as informative 

According to Hung (2000) accruals provide more value relevance to accounting 

performance measures such as return on equity and earnings. Value relevance 

according to portfolio returns approach is amount of information in returns of 

security expressed by accounting measures. Moreover, accruals provide information 

about being able to generate future cash flows as stated by Financial Accounting 

Standards and Board (Ghosh and Moon 2010) and dividend changes (Subramanyam 

1996). Young (1998) finds for UK firms that accounting discretion is used to signal 

expected future cash flows performance of the firm.  

Barth, Cram and Nelson (2001) shows that disaggregating accruals into its major 

components gives better predictability about future cash flows. Following equation 

shows the disaggregation of earnings (Nikkinen and Sahlstrom 2004) 

            ∑   
 

  

    

  
    

                                    

                                                                                       

In the equation Dk
year

 is one at year k and 0 otherwise. CFi,t is the cash flow of firm I 

at time i. ΔARi,t is the change in accounts recievable of firm i at time t. ΔInvi,t is 

change in inventory of firm i at time t. ΔAPi,t is change in accounts payable of firm I 

at time t. DEPRi,t denotes depreciation of firm and Otheri,t denotes other accuals.  

Subramanyam (1996) shows that accruals increase information about earnings as 

they are related to stock price, cash flows and future earnings and improve 

persistence and predictability of earnings. He also finds that firms practice income 

smoothing but it improves the ability of earnings to show the fundamental value of 

the firm in an inefficient market, hence making earnings more value relevant instead 

of manipulative. Income smoothing is viewed favourably by market as it looks less 

risky (Wang and Williams 1994).  

Chaney and Lewis (1995) say that smoothing earnings reduces the noise of the 

reported earnings, therefore perfect smoothing of earnings are perfectly informative. 
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Wang and Williams (1994) supports them that income smoothing is beneficial for 

current and prospective investors as it increases the information value of earnings. In 

fact earnings that have been smoothed are associated with reflecting manager’s 

knowledge regarding future performance of the firm. Therefore, if managers do not 

smooth earnings it gives a signal that they do not have ability to foresee future 

performance of the company. They find that market responses four times more to 

firms with smoother earnings than other firms.  

According to Chaney and Lewis (1995)  high value firms smooth income and adopt 

income increasing accruals, as they can afford to pay higher taxes for over stating 

earnings. Sawicki and Shrestha (2008) are of different view as they find that firms 

with low book to market value manage earnings upwards to signal growth 

information, on the other hand firms with high book to market value or glamour 

stocks move earnings upwards for opportunistic reasons.  

Louis and Robinson (2005) suggests that discretion is used by managers to signal 

private information to investors, but this use of discretionary accruals is mostly taken 

as manipulative and opportunistic by the investors rather than informative (Bernard 

and Skinner 1996). On the other hand Gul et al. (2000) say that earnings 

management through discretionary accruals is not for opportunistic reasons but to 

signal growth to investors, because of this they find market price discretionary 

accruals of firm with more investment opportunities higher than firms with lower 

investment opportunities. According to Frantz (1997) if managers use income 

increasing accruals and balance sheet strengthening it is taken as negative signal by 

investors, whereas income decreasing accruals and balance sheet weakening are 

predicted as positive signal. 

Bernard and Skinner (1996) says that stakeholders are interested in interpretation of 

discretionary accruals, in order to understand when these numbers signal increase or 

decrease of earnings, whereas standard setters are interested in limiting this 

managerial discretion in order to restrict opportunistic behavior. However, 

combining discretionary accruals with other signals increases the credibility of 

information provided by discretionary accruals. Stock split is one such signal that 

increases reliability of discretionary accruals and investors take pre stock split 
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discretionary accruals as optimistic and informative signal (Louis and Robinson 

2005).  

Gul, Chen and Tsui (2003) in their study on Australian firms find firms that have 

high management ownership use discretionary accruals to send positive signals to 

investors regarding future prospective. They found management ownership decreases 

the positive relation between discretionary accruals and audit fee. Audit fee is higher 

if discretionary accruals are higher as auditors have to work more to reduce inherent 

risk of business. This relation is reduced with increase in management ownership. 

Warfield et al. (1995) supports Gul et al (2003), that management ownership is 

positively related to informativeness of accounting earnings and find that if 

management ownership is low then discretionary accruals are high as managers 

manipulate earnings opportunistically. Sanchez-Ballesta and Garcia-Meca (2007) 

study on Spanish firms reveal opposite results that discretionary accruals are low 

when insider ownership is not too high, but discretionary accruals increase when 

insider ownership is large. Besides management ownership, high litigation costs for 

inflating earnings also supports the fact that firms will use discretionary accruals 

only when they have to signal positive information to the stakeholders (Louis and 

Robinson 2005).   

Firms experience decrease in earning after stock issue or earnings announcement as 

they reverse accruals. The good accruals in accrual reversal provide more correct 

information regarding working capital changes. Allen, Larson and Sloan (2013) look 

at accrual reversals impact on earnings and say that reversals are inevitable as 

accruals have to be reversed when cash flow transaction has been realized. Accrual 

reversals consist of large part of accrual reversal and other part is accrual estimation 

error. Accrual reversals are considered as good accruals if the cash flow realization 

did not affect earnings directly, and these accruals serve their purpose of predicting 

future cash flows. Some accruals which must be reversed but do not realize cash 

flows are referred as accrual estimation error. An example of this is obsolete 

inventory to be written off and charged to earnings.  They argue that these good 

accruals correctly predict changes in working capital, such as old inventory is sold 

while new inventory builds up that is old reversing accruals are replaced by new 

accruals. Therefore, while calculating earnings management of accrual reversals 

these good accruals need to be accounted for. They also find that good accruals are 
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less persistent than cash flows, but accruals estimation error are least persistent. They 

relate low persistence of accruals with firm growth and accrual estimation error. 

2.2.2 Accrual use as opportunistic 

Flexibility provided in accounting standards in accrual accounting allows manager’s 

discretion which can result in manager manipulating earnings by increasing or 

decreasing them, thus reducing informativeness of earnings. Discretionary accruals 

are not easily identifiable thus making them suitable tool for earnings management 

(Jaggi and Lee 2002). Income decreasing discretionary accruals are used when 

managers want to save for future and income increasing discretionary accruals are 

used when managers are borrowing earnings from future (Ghosh and Olsen 2009; 

Defond and Park 1997), that is increasing current earnings but reporting lower 

earnings in future (Teoh et al. 1998b). 

According to Kasanen, Kinnunen and Niskanen (1996) motivation to use 

discretionary accruals opportunistically is to have enough earnings to be allowed to 

pay increasing dividends and minimize corporate income taxes. On the other hand, 

Ghosh and Moon (2010) says that management use discretionary accruals to avoid 

debt covenants.  

Managers also perform earnings management opportunistically if their compensation 

is based upon accounting numbers (Gul et al 2003; Warfield et al. 1995).  Defond 

and Park (1997) argue that in order to secure job managers smooth income by 

borrowing earnings from future if current earning are bad and future earnings are 

good, or by saving earnings if current earnings are good and future ones are bad.  

Badertscher, Collins and Lys (2012) agree that discretionary accruals are predictive 

of future cash flows but only if they are used for informational purpose. Otherwise 

they find in their study on sample of restatement firms that their original earnings 

and accruals are less predictive to cash flows. The restated figures provide more 

prediction to future cash flows.  

Chi and Gupta (2009) on the other hand says that income increasing accruals results 

in overvaluation of firms and decreases a firm performance and future stock returns. 

This negative effect of discretionary accruals increases with increase of accruals and 

they find evidence that firms with low discretionary accruals perform better than 
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high discretionary accrual firms. They find that growth is positively related to 

income increasing discretionary accruals but so is overvaluation. So if firm is 

overvalued then managers have to justify it by overinvesting in not good valued 

projects, which results in decrease long term value of firm.  

Earnings management can be done to raise funds, which includes equity and debt 

following two subsections will look at earnings management to raise equity and debt. 

2.3  Earnings Management in raising equity 

2.3.1 Reasons for Earnings Management in raising equity 

Earnings management is done in order to raise equity at lower costs. Frantz (1997) 

shows how managers use depreciation method, a component of discretionary 

accruals, to provide private information to outsiders. If they have favourable 

information they use accelerated depreciation method, which results in high market 

valuation of the firm by investors. Thus, lesser portion of equity will be sold to raise 

required finances However, if they have unfavourable information, managers use 

straight line depreciation as it reduces their expected costs of violating debt 

covenants.  

Earnings management as discussed before can be done for opportunistic reasons, 

rational reasons or to signal information to investors. To raise funds managers use 

earnings management using income increasing accruals in order to present high 

earnings and an optimistic current and future position of firm, so that investors are 

misled by high earnings and overvalue the new shares issued (Teoh et al. 1998b). On 

the other hand, supporting signaling hypothesis Louis and Robinson (2005) argues 

that firms use discretionary accruals to provide private information to stakeholders in 

order to reduce information asymmetry which moves share prices up and is 

beneficial to stockholders and managers who want to sell their shares. 

According to Lee and Masulis (2009) if the firm has poor accounting information it 

raises uncertainty among outside investors, as it increases information asymmetry. 

Therefore, for a poor firm investors discount their valuations in order to take into 

account agency problem and adverse selection issues. This results in less demand for 

that firms share and increases flotation costs, which includes high underwriting fees 

and negative seasoned equity offering (SEO) announcement effects. Bharath, 
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Pasquariello and Wu (2008) find that capital structure is affected because of 

information asymmetry. According to pecking order theory if information 

asymmetry is large then investors pay less for equity. Hence, under this theory firms 

last option to raise capital is through equity (Cleary 2006), if they have not been able 

to raise enough capital through cheaper source like internal cash or debt.  

Kurt (2017) argue that earnings management is done by managers as a strategy to 

improve stock price in order to avoid negative announcement returns, and is not an 

opportunistic behavior. Kimbro (2005) in his study on Chinese IPO (Initial public 

offer) firms also finds that discretionary accruals are used for signaling purpose and 

have informative value, but unlike other countries in China firms use income 

decreasing accruals before IPO, thus understating income which results in high 

abnormal returns for these firms after IPO.  

Apart from signal hypothesis, Shivakumar (2000) supports earnings management 

done before SEO saying that managers do it for rational reason and not for 

opportunistic motives. This is because on SEO announcement investors expect 

managers to overstate earnings and lower their valuation and discount the firm value. 

Therefore, managers overstate earnings as they know investors will discount the 

valuation.  However, investors can not estimate how much earnings management is 

done so managers can manage earnings quite high. 

There are other reasons that make managers to manage earnings apart from these 

three hypotheses. Armstrong et al (2015) in their study on IPO firms found that high 

accruals in year of IPO is not because of managers opportunism but because of 

normal economic activities related to IPO proceeds in working capital. In managers 

opportunism they test for three managerial incentive which are; to inflate issue price, 

increase post IPO firm valuation and increase their insider trading. They found no 

positive relation of these incentives with accruals. They argue that IPO firms increase 

in accounts payables is less during IPO year than other working capital components, 

which means they have been making payments which uses their cash flows. The 

increased awareness of IPO firm among customers around IPO increases the sales, 

hence receivables of the firm. This results in increased abnormal accruals.  
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2.3.2 Factors affecting Earnings Management in raising equity 

There are many factors that can affect or control earnings management during raising 

equity. One among them is financial institutions. As found by Lee and Masulis 

(2011) financial institutions play a role in controlling earnings management for a 

firm during IPO process and reduce the information asymmetry. Among these 

institutions are investment banks, which are IPO underwriters, and venture 

capitalists, who are the private equity investors. Investment banks restrict earnings 

management by firms, but more reduction in earnings management occurs when 

reputable venture capitalist and investment bank are monitoring same firm. They 

provide evidence that venture capitalists in general do not reduce earnings 

management, but reputed venture capitalists show reduction in earnings 

management. Wongsunwai (2013) supports this finding that firms backed by reputed 

venture capitalists have lower real activities manipulation and abnormal accruals 

after IPO and before lock up expiration. On the other hand, low quality venture 

capitalists want higher returns and would act opportunistically, thus their abnormal 

accruals are same as non venture capitalists backed firms.  

Apart from financial institutions, institutional ownership plays a role in earnings 

management as Charitou, Lambertides and Trigeorgis (2007) found that more 

earnings are managed downwards by firms with lower institutional ownership. This 

is because institutional owners are more affected by decrease in share prices and 

market value of firm, which may lead to violation of covenants resulting in losses for 

institutional owners.  

Furthermore, costs associated with earnings management faced by issuing firm 

affects manager’s decision regarding manipulation of earnings and how much to 

manipulate. If earnings management is detected then investors can file a case against 

the firm and the managers, which increases the litigation costs for the firm. This also 

leads to bad reputation and loss of credibility of firm which results in increasing 

difficulty of raising capital (Rangan 1998; Shivakumar 2000). Lowry and Shu (2002) 

provide evidence that IPOs with higher litigation risk underprice their IPOs. By 

doing so they are protecting themselves from future litigation costs, which includes 

attorney fees, time invested by management to lawsuit and settlement costs. On the 

contrary, Kurt (2017) find that short term gain of selling equity for constrained firm 
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is more attractive than reputational costs, high audit risk, litigation risk and decrease 

in future performance caused by earnings management. 

If earnings management is violating any GAAP principal then auditor can issue 

qualified opinion as well (Shivakumar 2000). Auditors charge higher fees for firms 

that are about to go public as litigation costs for these firms is higher than for firms 

which are already listed (Armstrong et al. 2015). Chen, Lin and Zhou (2005) reveals 

in their study on Taiwan IPO firms that earnings management depends upon audit 

quality. Greater the audit quality lesser earnings management will be, and firms 

audited by big five audit firms have less earnings management in their IPO year.  

2.3.3 Effect of earnings management in raising equity on stock returns 

Stock returns experience decline or rise as a result of earnings management before 

equity issue. Cohen and Zarowin (2010) provide evidence that seasoned equity 

offering firms engage in accrual management as well as real activities manipulation. 

They find SEO firms using accrual based earnings management performs better than 

industry peers before SEO but underperforms post SEO. However, this decline in 

post SEO is more severely caused by real activities manipulation and operational 

decisions than accrual reversals. On the other hand, Teoh et al (1998b) find that 

discretionary current accruals increase before offering, and accruals are at peak 

during offering and then decline post offering. This accruals trend causes net income 

to show same pattern even though post issue operating cash flows were improved. 

Therefore they conclude that adjustment in discretionary accruals prior to SEO 

results in lower post issue long run stock return and income and this negative relation 

is strong and persistent.  

Rangan (1998) also had similar results that earnings performance and stock price 

decline of SEO firm in post offering period. This is because management use 

discretionary accruals before offering which lead investors to overvalue the firm, as 

they cannot estimate the earnings management, and when these accruals are reversed 

in post offering period earnings decline and there are negative abnormal stock 

returns. Shivakumar (2000) supports Teoh et al (1998b) and Rangan (1998) that 

firms practice earnings management around SEO, as accruals are quite high. On the 

contrary, Kurt (2017) found that when constrained firms have to sell equity they do 

upward earnings management through income increasing accruals. They say that 
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earnings management is related to low season equity announcement returns but 

positive abnormal returns in long run.  

Like SEO firms same stock performance are seen for IPO firms. Teoh, Welch and 

Wong (1998a) in their study of initial public offering firms found that high accruals 

in IPO year results in decreased stock return performance for next three years. 

Armstrong et al. (2015) show that high abnormal accruals in IPO results in negative 

returns because of low cash flows. Roosenboom, Goot and Mertens (2003) finds in 

their study on Dutch IPO companies that IPO firms do not manage earnings in years 

before going public, but manage them in first year after going public by reducing 

provisions in order to counter the effect of reversing current accruals. They also find 

decrease in stock price in long run for three years when management manage 

earnings by increasing discretionary accruals. Aharony et. al (2010) in their study on 

Chinese firms using related party transactions as earnings management tool found 

that stock performance of IPO firms decreases when firms use abnormal related party 

sales before IPO or they do not pay related party corporate loan in post IPO period. 

Ahmad-Zaluki et al. (2011) argue that environmental factors have effect on relation 

between earnings management and post IPO performance. They find for Malaysian 

firms, that during non-crisis period income increasing earnings management was not 

noticeable and post IPO performance is not related to earnings management around 

IPO. On the other hand, during crisis firms practice aggressive earnings management 

and their post IPO performance are poor. They also find that in Malaysian market, 

which have high ownership concentration, in order to maintain their control post 

IPO, owners are ready to accept low IPO proceedings. Thus earnings management is 

restricted by incentive to maintain control. Abdul Rahman and Abdullah (2005) in 

the study on Malaysian IPO firms find that IPO firms have negative returns in first 

three years but this is not because of prior earnings management as they did not find 

any significant relation between them. They relate negative returns to unfavourable 

earnings reports that are released by media and analysts over time.  

2.4  Earnings Management in raising debt 

As found by Bharath, Sunder and Sunder (2008) that borrower choice of raising 

finance through private or public debt depends upon his accounting quality. If the 

accounting quality is low they prefer private debt that is banks. This way they are 
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reducing adverse selection costs as banks have superior information access, but 

banks in contract include price and non price terms to counter for giving loans to 

poor accounting firm. Non price terms include lower maturity term and collateral. 

Better accounting quality firms prefer public debt, which are bondholders, and only 

have price terms. Furthermore, firms with low accounting quality but high growth 

opportunities also prefer public debt. 

According to Zamri, Rahman and Isa (2013) study on Malaysian firms, increase in 

leverage reduces earnings management, as its showed negative relation between 

leverage and residual cash flow from operations, which is a proxy for real earnings 

management. This is because increase in leverage increases control and monitoring 

by bank. Jelinak (2007) study supports Zamri et al (2013) and shows that as debt 

increases earnings management decreases. 

 Rodriguez- Perez and Hemmen (2010) did their study on relation between debt and 

earnings management and find that when Spanish firms, which operate in code law 

environment, diversify they are monitored more closely by banks. This is because 

lenders control those firms more that practice managing discretionary accruals. 

Diversified firms have more chances of practicing earnings management. There 

results support the transparency hypothesis which is that when firms diversify 

complexity increases which increases information asymmetry between insiders and 

outsiders. This leads to more chances to manipulate earnings. As a result more 

diversified firms with more debt have increased positive discretionary accruals.  

Earning management is also used as signaling method to raise debt. Ghosh and Moon 

(2010) say that managers are willing to use their discretion to provide higher 

earnings quality by sharing private information about firm’s future. By doing this 

firms decrease their cost of borrowing, as creditors estimate lower interest rate 

because of lower liquidity risk and bankruptcy risk. This positive relation between 

debt and earnings quality only exist when debt level is low. 

The quality of earnings decrease and managers act for opportunistic reasons if debt 

level is high. In order to avoid debt covenant violations managers manage earnings. 

(Ghosh and Moon 2010). Similarly, Gul et al. (2000) provided evidence that ability 

of accruals to predict future cash flows is reduced in high debt firms especially with 

investment opportunities.  



32 
 

Jelinak (2007) finds that earnings management is used opportunistically by firms 

with low growth and high free cash flows. Chung, Firth and Kim (2005) say that low 

growth companies with free cash flow invest in low or negative net present value 

investments, so they use income increasing discretionary accruals to offset these 

negative effects, but external monitoring by high quality auditors can reduce 

manager’s opportunistic management.  Low growth firms also use leasing as a 

substitute of debt as found by Lin, Wang, Chou and Chueh (2013). They find that 

firms with low internal funds but with growth opportunities prefer to hold higher 

fraction of fixed claims in lease rather than debt. They say that small and constrained 

firms with low internal funds and tangible assets lease more than borrow debt, as 

lease has higher debt capacity. Liu, Ning and Davidson III (2010) finds that small 

Nasdaq listed firms before issuing bonds increase their income increasing accruals, 

which helps them to issue debt at lower cost. This effect is also seen in bond issues 

with longer maturity issued in high volume market. 

Opportunistic use of earnings management is shown by Jaggi and Lee (2002) in their 

study on USA firms that managers use income increasing accruals when they are 

facing temporary financial constraints and are granted waivers for debt covenant 

violations. Income decreasing accruals are used if firm is in serious financial distress 

and waivers are not granted. Managers show bad condition in anticipation of debt 

restructuring with better debt terms. Gul et al. (2000) also finds that income 

increasing accruals are used when debt constraints are binding as firms perceive cost 

to default debt covenant is greater than value loss because of earnings management.  

Saleh and Ahmed (2005) in their study on Malaysian distressed firms, supports Jaggi 

and Lee (2002) that distressed firms use income decreasing accruals to decrease their 

earnings around renegotiation of debt contract. They found that accrual of distressed 

firms entering renegotiation was negative as compared to control group of firms that 

have not entered any renegotiations. These Malaysian firms have characteristics like 

a code law country, as they have high debt, close ownership structure, less 

transparency and are mostly publicly held. This shows differences in accounting 

environment did not change behavior of management of distressed firms across 

countries.  
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Earnings management can delay default as well, as found by Beneish et .al (2012) 

but less than half firms in their sample used earnings management before default as 

other half firms feared risk of litigation. They also find evidence of income 

increasing accruals before default, as abnormal selling firms have 4.6 to 6.0 percent 

higher ROA reported one year before selling.  

Conservatism is demanded by creditors, therefore earnings management is used to 

meet that demand also. Beatty, Weber, Yu (2008) says that debt covenant 

modifications, along with reporting conservatism are used in order to meet 

conservatism demand. These income escalators are more used when agency costs of 

debt are high but litigation and tax demand are lower. Tan (2013) provides evidence 

by using a discontinuity analysis that firm increases conservatism after debt 

violations for at least eight quarters. If the bargaining power of creditors is more and 

operating performance is volatile or firm is financially constrained then more 

conservatism is practiced, which includes impairment of more goodwill, writing 

down of assets and restructuring discontinued operations.  

Like equity earnings management has costs on raising debt. Earnings management 

has negative effect on credit rating of firm as found by Crabtree et al. (2014) study 

on real earnings management. Lower credit rating results in higher market yield thus 

increasing cost of debt.  Jung et al. (2013) finds that firms in positive notch within 

the same category smooth earnings more than middle notch rated firms. As these 

middle notch firms moves more to plus notch status, these firms discretionary 

accruals use increases.  Prevost, Skousen and Rao (2008) provides evidence for non 

investment grade bonds that have lower ratings. They say that when these firms 

earnings management increases the cost of debt also increases as market demands 

higher returns for acting opportunistically. The next sub section looks at accounting 

environment characteristics and its effect on earnings management. 

2.5  Accounting Environment 

The demand of financial users varies in different countries which affects the income 

reported by firms. Thus, accounting environment affects accounting reporting (Porta, 

Lopez-de-Silanes, Andrei Shleifer and Vishny 1998). For the study we have divided 

countries into common and code law. Code law is also called as civil law (Jaggi and 

Low 2000) or Romano-Germanic and is the oldest type of law (Porta et al. 1998). 
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Common law was originated in England during 11
th

 and 12
th

 century (Soderstrom 

and Sun 2007) and was established by judges (Ding, Hope, Jeanjean and Stolowy 

2007). The decisions made by judges for common cases then became legal 

precedents. Accounting standards in common law countries arise in accounting 

market and transform over time to meet the investors’ demands of contracting and 

information. They are set by private organizations such as FASB in USA 

(Soderstrom and Sun 2007) and enforcement of the standards is also private matter. 

Example of common law countries are UK, USA, (Ding et al. 2007) Canada and 

Australia (Porta et al 1998).  

On the other hand, code law accounting standards are established by government and 

are made to provide government with control and interpretation of law (Soderstrom 

and Sun 2007). The enforcement of code law is also the responsibility of 

government. It originated in Roman law and comprised of rules of conduct based on 

justice and morality concept and on opinions of legal scholars (Ding et al. 2007; 

Jaggi and Low 2000). According to Jaggi and Low (2000) common law is further 

divided into three families which are; French origin, German origin and 

Scandinavian origin. The French Commercial code originated under Napolean in 

1807 and was spread to Belgium, Netherlands, Poland, Italy and Western regions of 

Germany (Porta et al. 1998). German Commercial Code was written in 1897 under 

Bismarck and influenced Greece, Hungary, Italy, Switzerland, Japan and Korea. 

Scandinavian law is considered as code law but it has less influence of Roman law as 

compared to other two groups (Porta et al. 1998). Code law countries include France, 

Germany (Ding et al. 2007) and Japan (Ball, Kothari and Robin 2000). 

2.5.1  Difference in characteristics in Common and Code law countries 

Table 1 shows the differences in characteristics among code and common law 

countries. First difference is political influence, as in code law countries there is 

strong political influence on accounting at national and firm level as government 

establishes and enforces the accounting standards which are in interest of major 

political groups. These political groups include labour unions and banks. This gives 

rise to demand in code law countries to divide the profits and meet the payout 

preferences of government, labour and banks (Ball et al. 2000; Soderstrom and Sun 

2007; Nikkinen and Sahlstrom 2004). Guenther and Young (2000) refer this as 
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stakeholder perspective, which is the second difference shown in table 1. According 

to this perspective accounting income is divided among stakeholders, which include 

shareholders, government, creditors and employees. According to Othman and 

Zeghal (2006) study on French firms, which is a code law country, reveals their 

motive to earnings management is linked to debt costs and effective tax rates.  

On the other hand, shareholder perspective, which is in common law countries, 

focuses on reducing information asymmetry. Vashishtha (2014) says that difference 

in information required by banks and shareholders differ because of different payoff 

structures. The choices taken by the financer affects their payoff structures. Such as 

banks can use control rights to reject risky project with positive net present value, 

thus decreasing increase in shareholders wealth. Othman and Zeghal (2006) find that 

Canadian firms have frequent initial and subsequent equity offerings and their motive 

to manage earnings is to meet the demands of equity market.  

Table 1.  Characteristics difference in Common Law and Code Law countries 

Characteristic Common Law Code Law 

Political Influence Low High 

Orientation Shareholder Stakeholder 

Shareholder protection High Low 

Market Market oriented Bank Oriented 

Tax book conformity Low High 

Importance of financial 

disclosure 

High Low 

Political influence is from Ball et al. (2000) showing influence of government in setting standards and their 

enforcement. Orientation is according to Guenther and Young (2000) that accounting income distribution and 

information asymmetry depends upon taking into account which user. Shareholder protection is how much rights 

investors have to exercise (Ding et al. 2007; Nikkinen and Sahlstrom 2002; Jaggi and Low 2000). Market is by 

Nikkinen and Sahlstrom (2002) showing is it bank oriented or market oriented. Tax book conformity is from Ball 

et al. (2000) showing how much convergence there is between tax and accounting reporting. Importance of 

financial disclosure is also from Jaggi and Low (2000) showing that how much important public disclosure is for 

that environment.  

Third difference is shareholder protection as shown in table 1. Common law 

countries have greater shareholder protection (Ding et al. 2007; Nikkinen and 

Sahlstrom 2002; Jaggi and Low 2000), therefore outside shareholders are willing to 

invest in these firms and equity market is large (Guenther and Young 2000). Porta et 

al (1998) says that among code law countries, French civil law provides weakest 

investor protection and German and Scandinavian civil law provide protection more 
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than French but less than common law. This is because civil law countries ownership 

is concentrated which is negatively related to investor protection. Soderstrom and 

Sun (2007) says that countries with strong investor protection will provide fair 

accounting information to shareholders, whereas in countries with strong creditor 

protection firms focus on meeting banks and lenders demands, such as conservatism. 

However, in countries with strong creditor protection firms can easily get bank 

financing at low cost. Hung (2000) finds that countries where investor protection is 

more accrual accounting results are effective and more value relevant, whereas 

accruals has negative effect on relevancy of financial accounts in countries with 

weak shareholder protection.  

Next difference in characteristic is of market that either it is bank oriented or market 

oriented. Bank oriented countries, which are code law countries, have close relations 

to only one or two banks. These banks meet all the financial needs of the firms, 

therefore, need for published financial statements is low as banks have direct 

information of firm. Common law countries, on the contrary, raise funds from capital 

market; therefore they have to publish fair and timely financial statements (Nikkinen 

and Sahlstrom 2004) in order to decrease information asymmetry (Ball et al. 2000) as 

investors are at arm’s length (Ding et al. 2007). The importance of public disclosure 

is also a difference shown in table 1 with public disclosure demand high for common 

law countries and low for code law countries.  

Jaggi and Low (2000) show that financial disclosure is higher in common law 

countries compared to code law countries and legal system plays an important role in 

capital markets and corporate capital structure. This is because large number of 

shareholders in common law has different information needs than limited banks 

owners code law countries. Vashishtha (2014) finds that after debt covenant violation 

firms financial disclosures decreases as monitoring by banks increases, as they will 

want less information to be revealed to competitor banks and increase information 

asymmetry so that they can gain from their monitoring effort. The decrease in 

financial disclosure is more if banks own major portion of financing. 

Tax book conformity is another difference shown in table 1. In code law countries 

financial reports are prepared for tax compliance purpose to meet the needs of 

government organizations rather than providing information to investors (Ball, 
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Kothari and Robin 2000; Soderstrom and Sun 2007). If tax conformity between 

financial and tax accounting is high then firms are more motivated to reduce taxes by 

manipulating earnings, such as using accelerated depreciation method to increase 

costs and reduce income (Guenther and Young 2000).  

Soderstrom and Sun (2007) finds that under German GAAP, due to tax on 

undistributed profits German firms first determine dividends and then report profits.  

Furthermore, these firms with high government intervention prefer to show low 

profits in order to avoid confiscation of property and assets by government. Nikkinen 

and Sahlstrom (2004) says that these stakeholders demand reduced volatility in 

earnings that is to be distributed therefore, there is an incentive to use discretionary 

accruals to decrease volatility.  

Leuz et al. (2003) classifies countries with similar legal and constitutional 

characteristics as outsider economies and insider economies. Outsider economies are 

countries like USA and UK with large stock markets, dispersed ownership, strong 

investor rights and strong legal enforcement. Insider economies are countries like 

Germany and Sweden with less developed stock market, concentrated ownership and 

weak investor rights. The following sub section looks at earnings management in 

different accounting environment.  

 

2.5.2  Accounting Environment and Earnings Management 

Soderstrom and Sun (2007) find that even the countries in European Union adopted 

IFRS, their accounting quality differs because of their institutional setting, legal and 

political system. Guenther and Young (2000) support this and find that differences in 

legal system of countries effects financial accounting earnings. They find that return 

on assets relation with change in GDP is stronger for common law countries, which 

are UK and USA in his sample compared to code law countries, which included 

France and Germany. This shows that accounting earnings have more association 

with economic activity for common law countries. 

 

Code law stakeholders have more incentive to smooth earnings and reduce earnings 

volatility as they have their own interests attached to it. Such as government prefers 

consistent taxes, employees want profit sharing plans and banks want stable interest 
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payments. Haw, Hu, Hwang and Wu (2004) also argue that earnings management is 

less in common law countries as they have more rights for minority shareholders, 

efficient judicial system, effective tax enforcement and more public disclosure of 

financial condition. Among these factors, effective tax enforcement includes the 

effect of other legal factors. 

Similarly, Leuz et al. (2003) found that earnings management decreases if investor 

protection is strong and equity market is developed, as strong outsider rights prevents 

inside owners to manipulate earnings for their private control benefits. Van Tendeloo 

and Vanstraelen (2005) provide evidence that in code law countries litigation costs 

are low, therefore these firms benefits from earnings management are more than 

litigation costs as investor protection is low in these countries.  

According to Soderstrom and Sun (2007) earnings of countries with close linkage of 

accounting and taxable income do not show underlying performance of the business 

(Nikkinen and Sahlstrom 2004). This is because accounting standards are set 

accordingly to meet government objectives such as to raise taxes. Moreover, if tax 

rate is high then firms can report lower incomes.  

Nikkinen and Sahlstrom (2004) studies that cash flow model of Barth et al. (2001) 

works better in countries with high information content which are common law 

countries, and in these countries accruals improve the profitability information. 

According to them common law countries with greater investor protection has higher 

quality of accruals. They had USA, UK and Canada for common law countries and 

Germany, France and Japan for code law countries. They found that model works 

well in any accounting environment. Only Germany was an exception.   

Kasanen et al. (1996) show how accounting environment induces manages to 

manage earnings by studying Finnish firms. They say that like other code law 

countries Finland firms ownership structure is dominated by large institutional 

holders such as banks. This makes equity market quite illiquid and it is expensive to 

sell part of stockholding and these institutional owners do not want to lose their 

control. Therefore, these institutions demand large dividend payments. Even 

countries following French civil law has mandatory dividend to be paid (Porta et al. 

1998). According to Finnish law dividends can be legally paid out of current 

earnings plus retained earnings, therefore they have to be high enough so that 
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required dividend can be paid. Hence, managers manipulate earnings by utilizing the 

flexibility in discretion that they have in order to justify dividend payments. Kasanen 

et al. (1996) say that Finnish institutional setting allowed earnings management. If 

earnings are more than enough, managers decrease those earnings in order to 

minimize taxes. Contrary to above researchers, Bernard and Skinner (1996) say that 

United States, which is a common law country, are equally motivated to manage 

earnings as they have availability of two accounting systems, and can reduce their 

earnings in taxable income in order to minimize taxes.  

 

Conservatism also plays role in reporting earnings. According to Ball et al. (2000) 

accounting income timeliness and conservatism varies in common and code law 

countries, with code law countries being less timely and conservative as common law 

countries recognize losses quickly. Germany is an exception in code law countries, 

as German managers discrete to report low earnings even in good years, thus 

practicing conservatism (Ding et al. 2007; Van Tendeloo and Vanstraelen 2005) in 

order to meet the bank lending conditions (Soderstrom and Sun 2007). Porta et al. 

(1998) says that German firms keep legal reserve requirements to meet the need of 

its investors. This is called the prudent approach to recognize liabilities and value 

asset (Hung and Subramanyam 2007).  

Bushman and Piotroski (2006) disagrees with Ball et al (2000) finding regarding 

conservatism and say that in common law countries speed to recognize good news is 

fast and speed to recognize bad news is slow, whereas it is opposite in code law 

countries. They find similar results for countries with high public enforcement, 

which are code law countries, to be slow in recognizing good news but fast in 

recognizing bad news but private enforcement has no effect on conservatism.  On the 

other hand, Ball et al. (2000) says that asymmetric information in code law countries 

is low as firms have close relations with small number of stakeholders, which are 

mainly banks and government. They further say that code law countries have more 

leverage to manage earnings by timing income recognition. As private information is 

easily accessible by banks, therefore demand for public value relevant financial 

statements is low in code law countries (Guenther and Young 2000). 

High quality standards are associated with high financial reporting. Van Tendeloo 

and Vanstraelen (2005) in their study on German firms argued that German firms 
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turned to IFRS as they wanted to enhance their financial reporting quality or had an 

incentive to increase transparency like meeting financing needs at lower cost (Hung 

and Subramanyam 2007). Their results revealed that earnings management did not 

decrease when firms changed from German GAAP to IFRS. Infact without 

considering hidden reserves under GAAP results revealed that firms with IFRS used 

more discretionary accruals to manage earnings. Hung and Subramanyam (2007) 

consolidates these results as they too conducted their study on German firms 

adopting IAS and found that book value and income variability, and total assets and 

book value of equity are higher under IAS than German GAAP. The adjustments to 

net income are irrelevant with adoption of IAS. These results highlight practice of 

prudence principle under German GAAP and IAS using fair value. Barth, Landsman, 

Lang and Williams (2006) finds that US GAAP has higher accounting quality than 

IAS firms in its sample, but it was mainly because of German and French firms 

which comprised of fifty percent of the sample. This reveals that institutional setting 

has an effect on earnings management, hence on accounting quality, no matter even 

if high quality standards are adopted by these firms.  

2.6  Financial Constraint 

Kaplan and Zingales (1997) defines financially constrained as; ‘Firms are classified 

as financially constrained if they face a wedge between the internal and external 

costs of funds’. According to this definition almost all firms might be classified as 

financially constrained, but financial constraint depends upon the magnitude of the 

wedge. Greater the wedge between internal and external costs, more financially 

constrained the firm is. This wedge is caused because of agency problem or 

asymmetric information problem.  

According to Mulier, Schoors and Merlevede (2016) firms are financially 

constrained if they have difficulty in obtaining external funds for investment. That is 

financially constrained firms will face higher cost of financing, like they pay higher 

interest rate on debt. High cost is the reason that constrained firms have lower 

investment levels and loan growth than unconstrained firms.  Kurt (2017) suggests 

that constrained firms face high agency and transaction costs in raising funds thus are 

more liable to manage earnings in order to increase stock price to raise funds. Whited 

and Wu (2006) show that constrained firms have higher returns. 
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Charitou, Lambertides and Trigeorgis (2007) examined distressed firms earnings 

behavior and found that highly distressed firms decrease earnings before filing for 

bankruptcy, as auditors pressurize management to adopt conservative approach or 

new management makes earnings bath choices as they want to blame older 

management for distressed condition. According to Rosner (2003) failing firms do 

not show only income increasing accruals but also show low levels of cash flows, 

which reveals that upwards earnings management is done in non going concern 

years.  

The type of accounting environment also effects financially constrained firm as Ratti, 

Lee and Seol (2008) find in their study on European firms that highly concentrated 

banking industry results in lesser financial constraint on non financial firms. This is 

because with concentration the market power of banks increases and they have 

incentive to get information about potential borrowers and lend even to lender with 

opaque information. Moreover, with high bank concentration financial constraint is 

less tightened in recession period. Financial constraints are decreased further if there 

are more creditor rights and stronger law and order.  The next subsection looks at 

financial constraint classification. 

2.6.1  Financial constraint classification 

Researchers have their own classifications for research purposes. Hadlock and Pierce 

(2010) categorized firms in five groups: not financially constrained (NFC), likely not 

financially constrained (LNFC), potentially financially constrained (PFC), likely 

financially constrained (LFC) and financially constrained (FC). NFC are the firms 

which have more than enough liquidity to meet their capital needs. LNFC firms have 

sufficient but not excess liquidity. PFC firms are firms that currently do not have any 

problem, but problems can arise in meeting future needs. LFC firms currently have 

some liquidity issues but it has not affected their investment policy. FC are firms 

whose investments are affected because of liquidity problem or have going concern 

statements.   

Kaplan and Zingales (1997) also use same categories as Hadlock and Pierce (2010) 

but their criteria to place firms in these categories is slightly different. NFC group 

consists of firms who have increased or started cash dividends and has excess 

liquidity for investment in future. LNFC firms do not have any liquidity constraints 
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but also do not have excess liquidity. PFC firms does not have enough liquidity but 

also do not have any signs of financial constraint. LFC group consists of firms who 

have difficulties in obtaining financing, and have little cash available. FC firms are 

firms that violate debt covenants or have reduced investments because of liquidity 

concerns.  

Apart from this there are financial constraint criteria that are used by researchers to 

classify firms as constrained or unconstrained. Financial constraint is measured 

through different variables which are thought to have an impact on financial 

constraint or through investment cash flow sensitivities (Mulier et al. 2016).  

One measure of financial constraint is Kaplan and Zingales (KZ) index which is 

widely used. (Almeida et al. 2004). Firms in top three deciles of KZ index are 

considered as constrained. Hadlock and Pierce (2010) in their study have showed that 

KZ index is not a good measure, and only cash and dividends variable in this 

measure are useful measures. Firms according to KZ index are constrained if they are 

big, over invest, have high analyst coverage and have higher frequency bond ratings 

(Whited and Wu 2006). 

Whited and Wu (WW) index is another measure of financial constraint (Hadlock and 

Pierce 2010; Kurt 2017) developed by using generalized method of moments 

estimation of Euler equation (Whited and Wu 2006). The WW index includes log of 

assets to account for size effect and includes sales growth and industry sales growth 

as proxy for investment opportunities. Furthermore, analyst coverage serves as a 

proxy for asymmetric information. Firm level and industry level debt to asset ratio 

reflects that constrained firms have high debt but are in low debt capacity industry 

wise (Whited and Wu 2006). According to Whited and Wu (2006) the index show 

those firms to be constrained which are small, underinvest, have low analyst 

coverage, and whose  bonds are not rated. 

Size-age (SA index) is another way to measure financial constraint. According to 

Hadlock and Pierce (2010) size and age are the two variables that are related to 

financial constraint. However, Cleary (2006) find that effect of size decreases when 

dividend payout and financial health are controlled. Denis and Sibilkov (2009) use 

firm size as measure, classifying bottom three deciles as constrained firms. Hennessy 

and Whited (2007) finds that large firms have low external costs, as they have low 
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underwriting fees and bankruptcy costs, whereas small firms have high external costs 

because of adverse selection. Almeida et al. (2004) uses asset size as separate 

financial constraint measure classifying bottom three deciles firms as constrained, 

whereas Cleary (2006) classifies firms with size below the median as small firms.  

Bond ratings measure is used by Almeida et al. (2004) classifying firms who have 

never been issued a public debt rating as constrained. Denis and Sibilkov (2009) use 

same criteria along with firms with outstanding debt classified as constrained. 

Almeida et al. (2004) also used commercial paper ratings and firms that have never 

been issued a rating were assigned as constrained. Denis and Sibilkov (2009) classify 

firms with outstanding debt and no rating given on short term debt as constrained 

under this measure. Finally, Mulier et al (2016) had a new index called ASCL index. 

Variables used to measure this index are; age, size, firm cash flow used as proxy for 

debt to repayment capacity and firm leverage ratio used as a proxy for solvency risk. 

Payout ratio is another constrained measure. It is ratio of total distributions to 

operating income and bottom three deciles of the sample are classified as constrained 

according to this measure (Almeida et al. 2004, Denis and Sibilkov 2009). Cleary 

(2006) classifies firms with dividend payout ratio below median as constrained firms. 

Denis and Sibilkov (2009) find that high payout ratio devoid firm with cash to invest 

but low payout increases agency problems. Payout ratio also depends upon life cycle 

of firm as young, high growth firms has low payout as they want to reserve cash for 

investments, whereas mature firms with slow growth has high payout ratio.  

Apart from this Moyen (2004) used low dividends and low cash flow as constraint 

criteria. They say that when firm has good investment both constrained and 

unconstrained firms invest more, where unconstrained firm prefers issuing more debt 

as it is cheaper source of raising funds because of its tax benefit. On the other hand, 

constrained firm has to make choice between making an investment or paying 

dividends. Jaggi and Lee (2002) support this criterion as they claim firm to be 

financially constrained if they have negative cash flow or decrease dividend 

payments.  

Linck et al (2013) have used net leverage as financial constraint. They calculated net 

debt and deflated it with net debt and shareholders’ equity. According to this 

criterion firms with negative net debt are unconstrained and firms with positive net 
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debt are constrained. Another criterion that they have used is free cash flow. 

According to free cash flow the bottom 30 percent of free cash flow firms are the 

constrained firms. Hennessy and Whited (2007) finds that after size and age, firm 

leverage and cash flow are useful variables in determining financially constrained 

firms.  

For the purpose of study we classify financially constrained firms according to 

Hadlock and Pierce LFC group, where firms have cash available but obtain 

difficulties in raising finances. The criteria we use to measure financially constrained 

firms are KZ index, net leverage and free cash flow. In the next subsection is about 

cash flow sensitivity by financially constrained firms. 

2.6.2  Financial constraint firm and cash flow sensitivity 

Many research papers have used cash holding or cash flow sensitivity as constraint 

criteria. According to Hadlock and Pierce (2010) constraints on a firm can affect 

firm’s investment and capital structure. They further say that increase in cash in hand 

is taken as easing constraints, but it can also signal that a firm is financially 

constrained, therefore,  it  is holding large amount of cash for precautionary reasons.  

Almeida, Campello and Weisbach (2004) also find that constrained firms have more 

cash flow sensitivity. Corporate liquidity is insignificant for an unconstrained firm as 

they have easy access to external capital and has no cost of holding cash. Financially 

constrained firms has cost of holding cash as saving cash means forgoing present 

positive projects. Therefore, constrained firms have to make decision between 

current and future investments. This results in constrained firms being more cash 

flow sensitive. Furthermore, their results reveal that unconstrained firms cash flow 

sensitivity does not change even in recession period whereas constrained firms save 

more cash during financial crisis period and make fewer investments.  

This is supported by Campello, Graham and Harvey (2010) study in US, Asia and 

Europe. They reveal that during financial crisis financially constrained firms cut their 

spending on technology, employment, marketing, dividend payments and capital 

investments. In fact they draw their line of credit in fear that banks will refuse to give 

them credit in future. During financial crisis constrained firms also sell their assets to 

meet their liquidity needs to run operations. Moreover, financially constrained firms 
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faced difficulty in raising financing for attractive projects as their cost of borrowing 

increased and they faced credit rationing in capital market. This led these firms to 

limit their investments in attractive projects and cancel planned investments during 

financial crisis period. None of these strategical decisions were seen for 

unconstrained firms; even if they had to cut their spending it was minimal. Mulier et. 

al (2016) in their study on European firms also finds that constrained firms have 

higher cash flow sensitivity. They use employment growth as proxy for investment 

opportunities as more employees are hired by firm if their investment increases.  

Denis and Sibilkov (2009) are of different view and find that cash holdings are more 

important for financially constrained firms, as high level of cash holding in 

constrained firms are associated with high level of investment and hedging needs. 

Moreover, these cash holdings increase value of constrained firms as firms can invest 

in positive net present value projects which they would not have if cash holdings 

were not there. On the other hand, some constrained firms have low cash holdings 

because their cash flows are quite low.  

Kaplan and Zingales (1997) finds that less financially constrained firms have greater 

cash flow sensitivities than more financially constrained firms. This is because 

financially constrained firm will be demanded to pay debt rather than make 

investments. Hadlock and Pierce (2010) and Moyen (2004) support this and show 

that financially constrained firms had lower cash flow sensitivity than unconstrained 

firms. Cleary (2006) says that firms with high cash flow volatility shows low 

investment cash flow sensitivities, which are characteristics of a financially 

constrained firm according to her finding. His results that financially strong firms 

have greater investment cash flow sensitivity were robust even after controlling for 

size and dividend payment. Similarly, he found that firms with high dividend payout 

had higher investment cash flow sensitivity. Alti (2003) provides evidence that cash 

flow sensitivity is high for young firms which have high growth rates and low 

dividend payout ratio. These growth rate increases the sensitivity of cash flow 

because when cash is realized new information about investment opportunities is 

given. 
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3      DATA AND RESEARCH METHODS 

3.1 Hypothesis Development 

Mulier et al. (2016) says that if firm finds it difficult to raise funds for attractive 

projects, it is financially constrained and faces high cost of financing. Therefore, 

these firms resort to use of discretionary accruals to show positive future prospects of 

the company and increase stock price which results in issuing more debt and equity 

for investments (Linck et al. 2013). This motivation is in coherence with Kurt (2017) 

and Gul et al. (2000) signaling hypothesis that firms use earnings management to 

give positive signal to investors regarding growth of the firm, thus showing the 

fundamental value of the firm to remove information asymmetry (Subramanyam 

1996).   

 Similarly, Hao and Li (2013) says that signaling effect will be stronger for 

constrained firms with innovative projects. This is because discretionary accruals are 

value relevant providing information about future cash flows (Ghosh and Moon 

2010; Young 1998) and earnings of the firm (Subramanyam 1996; Wang and 

Williams 1994). It is seen by Kurt (2017) that income increasing accruals are used 

when constrained firms sell equity and these firms experience abnormal returns in 

long run. Similarly in order to obtain debt covenant waivers financially constrained 

firms use income increasing accruals (Jaggi and Lee 2002). Therefore, for 

constrained firms with good and innovative investments the level of discretionary 

accruals is higher as they want to attract investment.  

However, accounting environment effects accruals quality as common law countries 

have higher quality of accruals and financial reporting is done based upon the need 

of the investors which are equity investors in common law countries and creditors in 

code law countries (Nikkinen and Sahlstrom 2002; Soderstrom and Sun 2007). As 

code law countries are bank oriented, hence they have close relations with one or two 

banks, thus these firms’ financial statements are more scrutinized by banks 

(Nikkinen and Sahlstrom 2004). Therefore, chances of earnings management are 

low. This means that there are fewer chances that constrained firms in code law 

countries will use discretionary accruals in order to raise funds, primarily through 

debt from their bank for their investment. 
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On the other hand, in common law countries, even though accrual quality is high as 

accruals are more value relevant (Hung 2000) but to signal growth and good 

investment to investors firms use discretionary accruals so that future cash flows and 

earnings are reflected through it. They use income increasing accruals to give 

positive signal to shareholders, by increasing stock price. This means the probability 

of financially constrained firms of common law countries have more chances of 

using discretionary accruals to raise funds when they have positive net present value 

project. Thus we formulate the following hypothesis for abnormal accruals: 

Hypothesis 1: 

H0: Common law and code law countries have same level of discretionary accruals 

for financially constrained firms with positive projects.  

H1: Common law countries have higher level of discretionary accruals for 

financially constrained firms with positive projects than code law countries.  

The increase in discretionary accruals results in greater equity and debt issue as 

found by Linck et al. (2013) and Hao and Li (2013). We expect according to above 

signaling hypothesis common law constrained firms with growth opportunities will 

use more discretionary accruals to signal growth and remove information asymmetry 

which is low in code law countries as banks know most about the firm financial 

position. The higher discretionary accruals for common law country will result in 

higher financing raised by these firms as increase in stock price results in decrease in 

cost of equity issue and borrowing cost.  We formulate our second and third 

hypothesis as following: 

Hypothesis 2: 

H0: The level of discretionary accruals has no relationship with financing raised, 

debt and equity, for financially constrained firms with positive projects in common 

law and code law countries. 

H2: The level of discretionary accruals has relationship with financing raised, debt 

and equity, and higher finance is raised by financially constrained firms with 

positive projects in common law than code law countries.  
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3.2  Data   

For the research we use UK firms as a common law country and Germany firms as 

code law country. These countries are suitable for comparison as they follow IFRS 

but have different accounting environment. The data was collected from Datastream 

for both UK and Germany. Deutsche Börse Stock Exchange was used to collect data 

for Germany and firms listed as German market were selected. For UK data London 

Stock Exchange was used and firms listed as UK market were selected. Firms 

belonging to banks, equity investment instruments, financial services, nonlife 

insurance, real estate investment and services and real estate investment trusts (Hao 

and Li 2013) were deleted as their capital structure is different from other industries. 

After deleting firms the sample included 499 German firms and 1124 UK firms. 

During the extraction of data from Datastream data for German firms was converted 

to UK currency, UK Pound, so that variables from both countries are matched 

according to one currency. 

Annual data was taken for years 1990 to 2015. Even though data is collected from 

1990, our sample data on which statistics are run starts from 1992 because of lagged 

variables and three year averages taken to calculate accruals and constraint measures. 

We started with 41,392 firm year observations, but as many firms in the sample were 

formed recently in last five to seven years there were missing values for many years 

and creation of three year lagged variables generated more missing values. After 

calculation of variables we were left with 7827 firm year observation. SAS software 

was used to modify variables and carry out analysis.  

3.3 Methodology 

3.3.1  Discretionary Accruals 

Discretionary accruals are calculated using Kothari, Leone, Wasley (2005) modified 

Jones Model (Hao and Li 2013; Linck et al 2013; Beneish, Press and Vargus 2012; 

Charitou et al 2007). To include the performance measure in discretionary accruals 

we added lagged ROA to the modified Jones Model and call those discretionary 

accruals as abnormal accruals (Kothari et.al 2005; Kurt 2017; Ghosh and Olsen 

2009). Lagged ROA is used as it gives better performance matched accruals than 

current ROA (Kothari et.al 2005).  
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Where:  

TAi,t  are the total accruals for firm i at time t scaled by lagged total assets. Total 

accruals are calculated using following equation by Kothari et al (2005). 

                                                                             

                                                                                        (3) 

ΔRevi,t are the change in revenue of firm i at time t scaled by lagged total assets. 

ΔARi,t are change in receivables for firm i at time t scaled by lagged total assets. 

PPEi,t is gross property, plant and equipment for firm i at time t scaled by lagged total 

assets. 

ROAi,t-1 Return on assets for firm i at time t-1. 

Ɛi is the error term showing discretionary accruals for firm i.  

All of the variables are winsorized at 1
st
 and 99

th
 percentile.  

Like Hao and Li (2013) non-discretionary accruals will be calculated as following 

equation shows using estimated coefficients from Jones Model equation.  

                             
 ̂ 

       
 

 ̂              

       
 

 ̂      

       
          Ɛi                         (4) 

Discretionary accruals are then calculated as following: 

                                           
     

       
                                                        

Discretionary accruals will be called as abnormal accruals as they have been adjusted 

for performance.  

3.3.2  Financial Constraints 

For the study three constraint measures will be used net leverage and free cash flow 

used by Linck et al (2013) and KZ index used by Hao and Li (2013) and Hadlock 

and Pierce (2010).  
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The net leverage is calculated using the following equation: 

                                           
        

               
                                                             

Net debt is calculated as long term and short term debt less excess cash. Firms with 

positive net debt are the constrained firms and firms with negative net debt are the 

unconstrained firms. 

Free Cash flow is calculated as following:  

                
                                                               

                              
          

The bottom 30 percent of firms for free cash flow are considered as constrained and 

top 30 percent as unconstrained. 

For third measure KZ top 30% firms are considered as constrained and bottom 30% 

are considered as unconstrained. KZ index is calculated as following: 

                                                          

                                                                                                              

Where CF is cash flow from operations scaled by lagged property plant and 

equipment 

TLTD is Total liabilities scaled by lagged net property plant and equipment 

TDIV is Total dividends scaled by lagged net property plant and equipment 

Cash is cash and short term investments scaled by net lagged property plant and 

equipment 

Q is Tobins Q calculated as total asset plus (common shares outstanding multiplied 

by closing price less sum of book value of equity less balance sheet deferred taxes) 

divided by total assets. 

3.3.3  Regression model for abnormal accruals 

In order to see that does accounting environment effect abnormal accruals level for 

financially constrained firms with investment opportunities we used the model by 

Linck et al (2013) with some modification to perform cross sectional regression: 
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In the above model 9,  

AA are abnormal accruals 

Investment opportunity is capital expenditure scaled by lagged net property plant and 

equipment. 

Accounting environment is dummy variable with 1 if country is common law and 0 

if country is code law. 

Constraint measure is the dummy variable with 1 if firm is constrained and 0 if firm 

is unconstrained. 

Book to market ratio is common shares outstanding multiplied with closing price, 

divided by common equity. 

Sales growth is change in sales divided by lagged sale. 

Market equity is common shares outstanding multiplied with closing price. 

In the model the dependent variable is abnormal accruals. The independent variables 

are the interaction terms, investment opportunity, accounting environment and 

constraint measure. Book to market ratio and sales growth shows high growth firms 

that have stronger incentive to manage earnings, therefore they are used as control 

variables. Market equity is used as control variable as it is related to discretionary 

accruals (Linck et al 2013). Book to market ratio is winsorized at 5
th

 and 95
th

 

percentile, and all of the other variables except accounting environment and 

constraint measure are winzorized at 1
st
 and 99

th
 percentile. 
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3.3.4  Regression model for use of accruals in raising finances 

To see the effect of use of accruals in raising finances we will conduct cross sectional 

regression for equity issuance and long term debt where each are the dependent 

variables. Equity issuance is the change in equity, which is net cash received from 

sale of common and preferred equity less cash dividends paid (Hao and Li 2016). 

Long term debt is change in debt and is calculated as issuance of long term debt less 

reduction in long term debt (Linck et al 2013). Both equity and long term debt are 

deflated by beginning year total assets.  The independent variables are the interaction 

terms, discretionary accruals, constraint measure, accounting environment and 

investment. Control variables include cash flow, Tobin Q, Leverage, Dividends, 

Cash holdings, Sales Growth (Linck et al 2013) and ROA (Hao and Li 2016). These 

regressions are as following: 

                                                              

                                                    

                                               

                                          

                                                    

                                      

                                        

                                                                                        

                                                           

                                                    

                                               

                                           

                                                    

                                      

                                         

                                                                                      

Where accounting environment, constraint measure, investment opportunity and 

sales growth are calculated as in equation 9. Tobins Q, cash holding and cash flow 
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are calculated as Q, cash and CF, respectively in equation 8, which is to calculate KZ 

index. The remaining variables are as following: 

Δ Equity is net cash received from sale of common and preferred equity less cash 

dividends paid. Δ Equity is deflated by lagged total assets.  

Δ Debt is issuance of long term debt less reduction in long term debt. It is also 

deflated by lagged total assets. 

Leverage is net debt divided by sum of net debt and equity 

Dividend payment is common dividend plus preferred dividend lagged by net 

property plant and equipment. 

ROA is net income over lagged assets 

All of the above variables except cash holdings, accounting environment and 

financial constraint are winsorised at 1
st
 and 99

th
 percentile. Cash holdings are 

winsorized at 5
th

 and 95
th

 percentile.  

3.3.5   Additional Test 

Time series data can be spuriously related if they are not controlled for years. Over 

the years aggregate variable can increase due to economic and environmental 

reasons, such as inflation and recession which can affect the way variables interact 

with each other. Therefore, to avoid this issue we will control our models for the year 

effect. To test the effect of year on the models we will be adding year dummies as 

control variables to the regression model of abnormal accruals (equation 9), and 

equity (equation 10) and debt financing (equation 11). Year dummies are created for 

years 1993 till 2015. Dummy years are starting from 1993 as cross sectional 

regression on the models begins from year 1992 because of three years averages 

taken to calculate constraint measures. Hence, we exclude the first year which is 

1992 and create dummies from 1993. The dummy variable is 1 if the year belongs to 

that year otherwise 0. For example if year 1993 is considered then dummy variable is 

1 if year is 1993 and 0 otherwise. For the control of year effect on models we will 

run pooled regression.  
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4      EMPIRICAL ANALYSIS  

4.1   Descriptive Statistics 

The sample data consisted of 41392 firm year observations. Among these 

observations 12740 firm year observations were of Germany and 28652 firm year 

observations were of United Kingdom. As most of the firms in the sample started in 

recent years therefore, there were many missing values in the sample data. More 

missing values were generated when three year averages were taken to calculate 

constraint measure and create lagged variables. Hence, after deleting missing values 

we were left with 7827 firm year observations. Out of these, 1868 firm year 

observation of Germany and 5959 firm year observations were of UK. 

 Table 2 shows the descriptive statistics of the variables used in our two models. The 

investment opportunities shows mean of 0.328 which is close to the upper quartile of 

0.336 because maximum value of capital expenditure is 4.112. The standard 

deviation of capital expenditure is 0.518. On the other hand, abnormal accruals mean 

of 0.004 is quite close to its median value which is 0.009. This is because minimum 

and maximum values are close to each other, with minimum value of -0.465 and 

maximum value of 0.513. The standard deviation of abnormal accruals is 0.105 

which is lowest standard deviation among all the other variables reported in the 

descriptive statistics table. Similarly return on assets, mean value of 0.016 is close to 

the median value of 0.044. Range was also small as minimum value is -0.798 and 

maximum value is 0.344. The standard deviation is 0.160.  

Leverage has a mean value of -0.161 which is in between median value of 0.147 and 

lower quartile of -0.248. The standard deviation of leverage is 1.488. Tobin’s Q 

maximum value is quite high of 615.488 but it has not affected the mean value of 

85.648 which is close to median value of 54.642. Cash holdings even though was 

winsorised at 5
th

 and 95
th

 percentile to control for outliers, still have a mean value of 

1.634 which is more than upper quartile value of 1.461, but is much lesser than 

maximum value of 11.075. Standard deviation of cash holdings is 2.826. Operating 

cash flows mean value of 0.431 is closer to its median value of 0.321 even though 

standard deviation is 4.049. Sales growth’s mean value of 0.140 is closer to median 

value of 0.063 with standard deviation of 0.427.  
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Table 2. Descriptive Statistics 

Variable Mean 
Standard 

Deviation 
Minimum Lower Quartile Median Upper Quartile Maximum 

Investment 

Opportunities 
0.328 0.518 0.007 0.112 0.190 0.336 4.112 

Abnormal 

Accruals 
0.004 0.105 -0.465 -0.034 0.009 0.046 0.513 

Return on assets 0.016 0.160 -0.798 0.002 0.044 0.085 0.344 

Leverage -0.161 1.488 -10.022 -0.248 0.147 0.403 3.558 

Tobin’s Q 85.648 107.828 0.766 8.313 54.642 112.971 615.488 

Cash holdings  1.634 2.826 0.017 0.148 0.449 1.461 11.075 

Operating 

cashflows 
0.431 4.049 -23.063 0.105 0.321 0.767 19.133 

Sales growth 0.140 0.427 -0.567 -0.028 0.063 0.192 2.915 

Book to market 186.433 217.015 0.541 4.180 118.694 260.418 808.265 

Market equity 190.587 751.184 0.0074 0.740 5.173 49.318 5850.94 

Dividend 

payment 
0.217 0.550 0.000 0.000 0.050 0.167 3.981 

The data is extracted from datastream for Germany and United Kingdom from years 1990 to 2015. The sample consists of 7827 firm year observations. All the variables except cash 

holdings and book to market ratio are winsorised at 1st and 91st percentile. Cash holdings and book to market ratio are winsorised at 5th and 95th percentile. Investment opportunity is 

Capital expenditure scaled by lagged property plant and equipment. Abnormal accruals is obtained using modified Jones model. Return on assets is calculated as net income over 

lagged assets. Leverage is calculated as net debt divided by sum of net debt and equity, where net debt is calculated as long term and short term debt less excess cash. Tobin’s Q is 

calculated as total asset plus (common shares outstanding multiplied by closing price less sum of book value of equity less balance sheet deferred taxes) divided by total assets. Cash 

holdings is cash and short term investment lagged by net property plant and equipment. Operating cash flows are deflated by lagged property plant and equipment. Sales growth is 

change in sales divided by lagged sale. Book to market ratio is common shares outstanding multiplied with closing price, divided by common equity. Market equity is common shares 

outstanding multiplied with closing price and is divided by million. Dividend payment is common dividend plus preferred dividend lagged by net property plant and equipment.  
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Book to market ratio was also winsorized at 5
th

 and 95
th

 percentile but still have a 

maximum of 808.265. This maximum value did not affect its mean value much as it 

is 186.433 which is closer to median value of 118.694. The standard deviation is 

217.015. The market equity maximum value is quite high with 5,850.94 because of 

which mean value is 190.5878 and standard deviation of 751.184 is highest among 

all the variables. Lastly, dividend payment mean value of 0.217 is higher than upper 

quartile of 0.167 because the minimum value is 0 and maximum is 3.981. The 

standard deviation is 0.550.  

Table 3 shows descriptive statistics for differences in UK and Germany observations 

in the sample. The table shows mean, median and standard deviation for UK 

observation in panel a and for Germany observations in panel b. The table shows that 

for both countries mean, median and standard deviation are close to each other for 

capital expenditure, abnormal accruals, return on assets and dividend payment. 

Therefore, the descriptive statistics for whole sample in Table 2 has almost same 

mean, median and standard deviation.  

Leverage, cash holdings, and sales growth mean, median and standard deviation, 

shown in table 3, are also close to each other for the two countries but not that close 

as the above variables are. The descriptive statistics in total sample for these 

variables are in between the values for the two countries. Table 3 further shows, 

Tobin’s Q, book to market ratio and market equity mean, median and standard 

deviation show large difference for the two countries which has influenced the 

descriptive statistics for the main sample. This can be because market in UK is equity 

based where shareholders determine the fundamental value of the firm and market 

value of firm is relevant to make financing decisions. On the other hand, Germany is 

bank oriented where banks know the firm well and market value is not that important 

in giving debt. Tobin’s Q mean for Germany is 1.574 with standard deviation of 

1.072, whereas Tobin’s Q mean for UK is 113.545 with standard deviation of 

118.919. This has resulted in sample mean in Table 2 to be 85.65, revealing that UK 

firms has influenced the sample mean of the data.  

 

 

 



57 
 

Table 3. Descriptive Statistics for United Kingdom and Germany 

Variable Mean Standard 

 Deviation 

Median 

Panel A: United 

Kingdom 

   

Capital Expenditure 0.327 0.540 0.188 

Abnormal Accruals 0.004 0.105 0.009 

Return on assets 0.013 0.173 0.046 

Leverage -0.08 1.360 0.161 

Tobin’s Q 113.545 118.919 77.607 

Cash holdings  1.541 2.663 0.421 

Operating cashflows 0.309 4.336 0.317 

Sales growth 0.168 0.511 0.070 

Book to market 253.003 241.754 173.968 

Market equity 259.239 919.489 12.894 

Dividend payment 0.227 0.557 0.057 

Panel B: Germany    

Capital Expenditure 0.344 0.538 0.195 

Abnormal Accruals 0.004 0.108 0.010 

Return on assets 0.022 0.121 0.038 

Leverage -0.392 1.723 0.071 

Tobin’s Q 1.574 1.072 1.253 

Cash holdings  2.095 3.860 0.501 

Operating cashflows 0.752 3.526 0.335 

Sales growth 0.072 0.253 0.040 

Book to market 2.062 1.452 1.647 

Market equity 3.018 8.599 0.237 

Dividend payment 0.186 0.531 0.030 

The data is extracted from datastream for Germany and United Kingdom from years 1990 to 2015. The sample 

consists of 5959 firm year UK observations and 1868 firm year observations for Germany. See notes on table 2 

for variable details. 
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Similarly in Table 3 mean for book to market ratio and market equity for UK are 

253.003 and 259.239, respectively. On the other hand, mean for book to market ratio 

and market equity for Germany are 2.062 and 3.018, respectively which are much 

less. UK firms has again affected the sample data for these variables as we have seen 

above that mean value for book to market ratio and market equity for total sample in 

Table 2 are 186.433 and 190.587, respectively.  

Table 4 shows the Pearson correlation among the variables and reveals that 

investment opportunity has slightly negative correlation with abnormal accruals, 

return on assets and leverage. This signals that firms in the sample do not use 

abnormal accruals when they have investment opportunity and investment 

opportunity results in decrease in return on assets. Moreover increase in investment 

opportunity decreases leverage of firm. On the other hand, cash holdings, sales 

growth, and dividend payment has slightly higher positive correlation, with cash 

holdings having highest positive correlation. The positive correlation with sales and 

negative correlation with return on assets show that firms in the sample do not 

achieve operating efficiency as increase in assets increases sale but not enough 

income. This shows that more cash holding firms have they will utilize it in 

investment opportunity which results in increase in sales and dividend payment. 

Investment opportunity also has slightly positive correlation with book to market 

ratio and Tobin’s Q. 

It is shown in Table 4 that abnormal accruals has slight positive correlation with 

return on assets and sales growth showing that use of abnormal accruals increases 

sales which increases return on assets. Use of accruals also has positive effect of 

decreasing leverage as abnormal accruals have slightly negative correlation with 

leverage. Abnormal accruals have slightly negative correlation with cash holding, 

operating cash flow and dividend payment. Decrease in cash holding with abnormal 

accruals signals that manipulation in working capital would have resulted in 

abnormal accruals.  



59 
 

Table 4. Pearson Correlation 

V
a

ri
a

b
le

 

In
v

es
tm

en
t 

O
p

p
o

rt
u

n
it

y
 

A
b

n
o

rm
a

l 

a
cc

ru
a

ls
 

R
O

A
 

L
ev

er
a

g
e
 

T
o

b
in

’s
 Q

 

C
a

sh
 

h
o

ld
in

g
s 

O
p

er
a

ti
n

g
 

C
a

sh
 f

lo
w

 

S
a

le
s 

g
ro

w
th

 

B
o

o
k

 t
o

 

m
a

rk
et

 

M
a

rk
et

 

eq
u

it
y

 

D
iv

id
en

d
 

p
a

y
m

en
t 

Investment 

Opportunity 

1.000 -0.046 -0.080 -0.099 0.106 0.476 -0.028 0.265 0.029 -0.061 0.220 

Abnormal 

accruals 

-0.046 1.000 0.183 -0.081 0.007 -0.089 -0.084 0.087 -0.021 0.004 -0.012 

ROA -0.080 0.183 1.000 0.020 -0.034 -0.151 0.440 -0.057 0.099 0.105 0.179 

Leverage -0.099 -0.081 0.020 1.000 -0.074 -0.291 0.069 -0.022 0.048 0.079 -0.103 

Tobin’s Q 0.106 0.007 -0.034 -0.074 1.000 0.127 -0.092 0.120 0.729 0.125 0.093 

Cash holdings 0.476 -0.089 -0.151 -0.291 0.127 1.000 0.012 0.195 0.025 -0.091 0.346 

Operating 

Cash flow 

-0.028 -0.084 0.440 0.069 -0.092 0.012 1.000 -0.059 0.005 0.020 0.385 

Sales growth 0.265 0.087 -0.057 -0.022 0.120 0.195 -0.059 1.000 0.063 -0.031 0.008 

Book to 

market 

0.029 -0.021 0.099 0.048 0.729 0.025 0.005 0.063 1.000 0.217 0.112 

Market equity -0.061 0.004 0.105 0.079 0.125 -0.091 0.020 -0.031 0.217 1.000 0.025 

Dividend 

payment 

0.220 -0.012 0.179 -0.103 0.093 0.346 0.385 0.008 0.112 0.025 1.000 

The data is extracted from Datastream for Germany and United Kingdom from years 1990 to 2015. The sample consists of 7827 firm year observations. See notes on Table 2 on 

variable details 
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Pearson’s correlation table further reveals that return on assets has slightly negative 

correlation with Tobin’s Q, cash holdings and sales growth, whereas it has slightly 

positive correlation with leverage, operating cash flow, market equity and dividend 

payment. The increase in return on assets show that it has negative effect on firm in 

the sample, as it increased leverage and decreased sale growth and cash holdings. 

Moreover, leverage shows slightly negative correlation with sales growth and 

dividend payment, whereas it has slightly higher negative correlation with cash 

holdings. This shows that increase in sales, dividend and cash holdings are taken as 

positive sign by investors which results in decrease in leverage. 

Tobin’s Q has slightly positive correlation with cash holdings, sales growth, market 

equity and dividend payment but it has high positive correlation with book to market 

ratio. This shows that increase in these variables result in increase of fair value of 

stock for the firms in the sample. The slightly positive association of cash holdings 

with operating cash flow, sales growth and dividend payment shows that these 

factors results in increase in cash holdings. The slightly positive correlation of sales 

with dividend payment indicates that dividend payment is seen as positive sign by 

outsiders, thus resulting in increase in sale.  

4.2  Regression Results 

4.2.1 Regression results for abnormal accruals 

Table 5 shows the regression results for regression model for abnormal accruals 

which is equation 9 in methodology section. The results reveal that when net 

leverage is used as constraint measure, then only book to market ratio and sales 

growth give significant results at p value of 0.05. This shows that abnormal accruals 

increased by 0.021 for unit increase in sales and abnormal accruals fall by -0.000 for 

unit increase in book to market ratio. Apart from them investment opportunity*net 

leverage constraint has significant effect on abnormal accruals at 0.01 significance 

level. The presence of a significant interaction indicates that the effect of investment 

opportunity on abnormal accruals differ by the presence or absence of the net 

leverage constraint. For the firms with positive net debt, the constrained firm, a unit 

change in investment opportunity decreases the abnormal accruals by 0.104 (0.026 - 

0.130 = -0.104) units. The decrease is 0.104 because investment opportunity 
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coefficient without constraint measure was 0.026, but when constraint measure is 

added in the interaction it is -0.130.  

Table 5. Accounting environment impact on abnormal accruals 

Variable Net Leverage 

Constraint 

Free Cash Flow 

Constraint 

KZ Index 

constraint 

Intercept 

 

-0.004 

(0.800) 

-0.030 

(0.394) 

0.062 

(0.409) 

Investment Opportunity * Net 

leverage Constraint 

-0.130*** 

(0.010) 

  

Investment Opportunity * Free 

Cash Flow Constraint 

 -0.114 

(0.145) 

 

Investment Opportunity * KZ 

Index Constraint 

  0.578 

(0.304) 

Investment Opportunity* 

Accounting Environment 

0.014 

(0.805) 

-0.001 

(0.995) 

-0.781 

(0.219) 

Accounting Environment * Net 

leverage constraint 

0.012 

(0.419) 

  

Accounting Environment * Free 

Cash Flow Constraint 

 0.055 

(0.175) 

 

Accounting Environment * KZ 

Index Constraint 

  -0.000 

(0.989) 

Investment Opportunity 0.026 

(0.672) 

-0.017 

(0.758) 

0.071 

(0.220) 

Net Leverage Constraint -0.011 

(0.417) 

  

Free Cash Flow Constraint  0.000 

(0.991) 

 

KZ index Constraint   0.000 

(0.979) 

Accounting Environment 0.012 

(0.353) 

-0.008 

(0.614) 

0.019 

(0.213) 

Book to market ratio -0.000** 

(0.026) 

0.000 

(0.186) 

-0.000 

(0.296) 

Market Equity 0.000 

(0.311) 

3.822E-6 

(0.227) 

-0.000 

(0.306) 

Sales growth 0.021** 

(0.025) 

0.019** 

(0.020) 

0.059* 

(0.070) 

R square 0.238 0.263 0.200 

Adjusted R square 0.110 0.103 -0.007 

The data is extracted from Datastream for Germany and United Kingdom from years 1990 to 2015 but regression 

results include data from 1992 because of lagged variables and three year averages taken to calculate accruals and 

constraint measures. The sample consists of 7827 firm year observations. Investment opportunity is Capital 

expenditure scaled by lagged property plant and equipment. Net leverage constraint, free cash flow and KZ index 

are dummy variables. For net leverage constraint firms with positive net debt are the constrained firms and have 

dummy variable 1 and firms with negative net debt are the unconstrained firms with dummy variable 0. Free 

Cash flow constraint is 1 when the bottom 30 percent of firms for free cash flow is constrained.  The KZ index is 

1 when top 30% firms are constrained. Accounting environment is dummy variable with 1 if country is common 

law and 0 if country is code law. Sales growth is change in sales divided by lagged sale. Book to market ratio is 

common shares outstanding multiplied with closing price, divided by common equity. Market equity is common 

shares outstanding multiplied with closing price. Capital expenditure, sales growth and market equity are 

winsorized at 1st and 99th percentile, whereas book to market ratio is winsorised at 5th and 95th percentile. *** 

shows 1% significance level, ** shows 5% significance level and * shows 10% significance level.  
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However, the presence of insignificant results of interaction terms of investment 

opportunity*accounting environment and accounting environment*net leverage 

constraint shows that accounting environment has no effect on accruals if financially 

constrained firm has investment opportunity. Similarly, when free cash flow and KZ 

index are used as constraint criteria the results are insignificant for all the variables 

except sales growth.  

4.2.2 Regression results for external financing  

To see the impact of discretionary accruals on external financing in different 

accounting environments we report cross sectional regression in table 6 for raising 

financing by issuing equity, which is equation 10 in methodology. Table 6 reveals 

that when net leverage constraint is used all of the variables are insignificant except 

interaction term of investment opportunity*accounting environment, which is 

significant at 10%. The significant interaction term shows that for a common law 

country equity financing is higher by 0.344 (0.340 + 0.004) units when firms have an 

investment opportunity.  

Table 6 Equity financing for financially constrained firms in different accounting environments 

Variable Net Leverage 

Constraint 

Free Cash Flow 

Constraint 

KZ Index Constraint 

Intercept -0.019 

(0.256) 

-0.024 

(0.331) 

0.068 

(0.457) 

Investment Opportunity * 

Net leverage Constraint 

-0.055 

(0.420) 

  

Investment Opportunity * 

Free Cash Flow Constraint 

 0.183 

(0.174) 

 

Investment Opportunity * 

KZ Index Constraint 

  0.955 

(0.251) 

Investment Opportunity* 

Accounting Environment 

0.340* 

(0.051) 

-0.010 

(0.949) 

-0.741 

(0.280) 

Accounting Environment 

* Net leverage constraint 

0.008 

(0.785) 

  

Accounting Environment 

* Free Cash Flow 

Constraint 

 0.041* 

(0.089) 

 

Accounting Environment 

* KZ Index Constraint 

  0.032 

(0.586) 

Abnormal Accruals -0.148 

(0.605) 

0.156*** 

(0.000) 

0.450 

(0.106) 

Net Leverage Constraint 0.021 

(0.151) 

  

Free Cash Flow Constraint  -0.035 

(0.150) 

 

KZ Index Constraint   -0.057 

(0.329) 



63 
 

Investment Opportunity 0.004 

(0.952) 

0.020 

(0.814) 

0.076 

(0.209) 

Accounting Environment -0.005 

(0.642) 

-0.024 

(0.189) 

0.005 

(0.718) 

Cash Flow -0.332 

(0.199) 

-0.002 

(0.874) 

-0.075 

(0.268) 

Tobin’s Q 0.000 

(0.388) 

0.000** 

(0.013) 

-0.000 

(0.523) 

Leverage 0.005 

(0.842) 

0.012 

(0.550) 

-0.081 

(0.283) 

Dividend Payment 0.077 

(0.570) 

-0.058*** 

(0.000) 

0.003 

(0.966) 

Cash Holdings 0.107 

(0.241) 

0.015*** 

(0.001) 

0.015*** 

(0.001) 

Sales Growth -0.037 

(0.675) 

0.050*** 

(0.003) 

0.063*** 

(0.001) 

ROA 0.006 

(0.986) 

-0.324*** 

(<.0001) 

-0.362*** 

(<.0001) 

R Square 0.556 0.597 0.584 

Adjusted R Square 0.440 0.480 0.486 

Table 6 continued. The data is extracted from Datastream for Germany and United Kingdom from years 1990 to 

2015 but regression results include data from 1992 because of lagged variables and three year averages taken to 

calculate accruals and constraint measures. The sample consists of 7827 firm year observations. Investment 

opportunity is Capital expenditure scaled by lagged property plant and equipment. Net leverage constraint, free 

cash flow and KZ index are dummy variables. For net leverage constraint firms with positive net debt are the 

constrained firms and have dummy variable 1 and firms with negative net debt are the unconstrained firms with 

dummy variable 0. Free Cash flow constraint is 1 when the bottom 30 percent of firms for free cash flow is 

constrained.  The KZ index is 1 when top 30% firms are constrained. Accounting environment is dummy variable 

with 1 if country is common law and 0 if country is code law. Abnormal accruals is obtained using modified 

Jones model. Return on assets is calculated as net income over lagged assets. Leverage is calculated as net debt 

divided by sum of net debt and equity, where net debt is calculated as long term and short term debt less excess 

cash. Tobin’s Q is calculated as total asset plus (common shares outstanding multiplied by closing price less sum 

of book value of equity less balance sheet deferred taxes) divided by total assets. Cash holdings is cash and short 

term investment lagged by net property plant and equipment. Operating cash flows are deflated by lagged 

property plant and equipment. Sales growth is change in sales divided by lagged sale Dividend payment is 

common dividend plus preferred dividend lagged by net property plant and equipment. All the variables except, 

dummy variables and, cash holdings and book to market ratio are winsorised at 1st and 91st percentile. Cash 

holdings and book to market ratio are winsorised at 5th and 95th percentile. *** shows 1% significance level, ** 

shows 5% significance level and * shows 10% significance level.  

When free cash flow and KZ index are used as criteria cash holdings, sales growth 

and ROA have significant result at 1% level revealing that cash holdings and sales 

growth increases equity, whereas ROA decreases equity. KZ index has insignificant 

results for the remaining variables but free cash flow has significant result for 

abnormal accruals and accounting environment*free cash flow constraint interaction 

at 1% and 10% significance level, respectively. They show that equity increases by 

0.156 when abnormal accruals are used and common law firms raises more equity by 

0.017 (-0.024 + 0.041) units if firm is constrained.  

Table 7 shows the results from equation 11 in methodology section, showing the 

effect of discretionary accruals to raise funds by debt in different accounting 

environment. It shows that all of the variables are insignificant when net leverage is 
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used as constraint criteria and only investment opportunity is significant at 10% level 

if KZ index is used as constraint criteria, causing an increase of 0.039 units in debt.  

Table 7 Debt financing for financially constrained firms in different accounting environments 

Variable Net Leverage 

Constraint 

Free Cash Flow 

Constraint 

KZ Index Constraint 

Intercept -0.011 

(0.453) 

-0.011 

(0.432) 

0.050 

(0.412) 

Investment Opportunity * 

Net leverage Constraint 

0.050 

(0.362) 

  

Investment Opportunity * 

Free Cash Flow Constraint 

 0.041* 

(0.098) 

 

Investment Opportunity * 

KZ Index Constraint 

  0.458 

(0.375) 

Investment Opportunity* 

Accounting Environment 

0.127 

(0.299) 

0.029 

(0.234) 

-0.465 

(0.336) 

Accounting Environment 

* Net leverage constraint 

0.011 

(0.526) 

  

Accounting Environment 

* Free Cash Flow 

Constraint 

 -0.005 

(0.482) 

 

Accounting Environment 

* KZ Index Constraint 

  0.021 

(0.598) 

Abnormal Accruals 0.122 

(0.557) 

0.070*** 

(0.005) 

0.206 

(0.160) 

Net Leverage Constraint 0.011 

(0.298) 

  

Free Cash Flow Constraint  0.024*** 

(<.0001) 

 

KZ Index Constraint   -0.008 

(0.847) 

Investment Opportunity -0.037 

(0.508) 

-0.034 

(0.258) 

0.039* 

(0.059) 

Accounting Environment -0.009 

(0.349) 

-0.014 

(0.225) 

-0.001 

(0.803) 

Cash Flow -0.154 

(0.356) 

0.013 

(0.119) 

-0.029 

(0.436) 

Tobin’s Q -0.000 

(0.264) 

0.000 

(0.172) 

0.000 

(0.334) 

Leverage 0.042 

(0.214) 

0.011* 

(0.050) 

-0.030 

(0.441) 

Dividend Payment 0.151 

(0.252) 

0.018 

(0.375) 

0.078 

(0.303) 

Cash Holdings 0.067 

(0.329) 

0.001 

(0.456) 

-0.000 

(0.717) 

Sales Growth -0.032 

(0.483) 

0.007 

(0.135) 

0.011 

(0.045) 

ROA 0.217 

(0.339) 

-0.005 

(0.672) 

-0.014 

(0.245) 

R Square 0.312 

 

0.343 

 

0.296 

Adjusted R Square 0.124 0.131 0.103 

The data is extracted from Datastream for Germany and United Kingdom from years 1990 to 2015 but regression 

results include data from 1992 because of lagged variables and three year averages taken to calculate accruals and 

constraint measures. The sample consists of 7827 firm year observations. See notes on Table 6 on variable 

details. *** shows 1% significance level, ** shows 5% significance level and * shows 10% significance level.  
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On the other hand, when free cash flow was used abnormal accruals and free cash 

flow constraint had significant results at 1% level showing that if abnormal accruals 

are used 0.07 more units of debt are raised and 0.024units more debt is raised if the 

firm is constrained. The presence of significant interaction of investment 

opportunity*constrained firm shows that if a firm is constrained 0.007 (-0.034 + 

0.041) more debt is issued.  

Overall, the results for three models have insignificant results showing no effect of 

the accounting environment. However, when net leverage constraint was used 

significant results revealed for regression model for abnormal accruals which is 

equation 9 in methodology section that accruals decrease when constrained firms 

have investment opportunity which is different from Linck et al (2013) and Hao and 

Li (2016) finding, who find constrained firms to have more accruals when they have 

investment opportunity. On the other hand, significant result when free cash flow is 

used for regression model for debt financing, which is equation 11 in methodology 

section, revealed that more debt is issued by constrained firm with investment 

opportunity when they use accruals which is in consistent with Linck et al (2013) 

finding. The results can be erratic because of time series variables being spuriously 

related because of increasing magnitude of aggregate variables. This increase in 

magnitude can be due to environmental factors, economic growth, period of 

recession and boom. For example, during recession both constrained and 

unconstrained firms would be cutting off investment projects or over the years 

number of firms increases as population increases. Therefore, we performed pooled 

regression controlled for year effect for the three models in order to pick up influence 

of aggregate trends. The next subsection looks at the results from pooled regression 

controlled for year effect.  

4.2.3 Regression results for year effect for abnormal accruals 

Table 8 reveals results for pooled regression for accounting environment impact on 

accruals when year effect is controlled by taking dummy years. This shows results 

for equation 9 in methodology section with year dummies included in the equation. 

Table 8 show that when net leverage is used as constraint criteria all of the three 

interactions have significant results. Investment opportunity*net leverage constraint 
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and investment opportunity*accounting environment has significant results at 1% 

level and accounting environment*net leverage constraint is significant at 5% level.  

Table 8 Pooled regression for year effect on accounting environment impact on abnormal accruals 

Variable Net Leverage 

Constraint 

Free Cash Flow 

Constraint 

KZ Index 

constraint 

Intercept 

 

-0.035 

(0.627) 

-0.080 

(0.331) 

-0.004 

(0.547) 

Investment Opportunity * Net 

leverage Constraint 

-0.025*** 

(< .0001) 

  

Investment Opportunity * Free 

Cash Flow Constraint 

 0.007 

(0.246) 

 

Investment Opportunity * KZ 

Index Constraint 

  0.001 

(0.850) 

Investment Opportunity* 

Accounting Environment 

-0.015*** 

(0.005) 

-0.025*** 

(0.000) 

-0.019** 

(0.009) 

Accounting Environment * Net 

leverage constraint 

-0.013** 

(0.025) 

  

Accounting Environment * Free 

Cash Flow Constraint 

 -0.013 

(0.118) 

 

Accounting Environment * KZ 

Index Constraint 

  0.021 

(0.126) 

Investment Opportunity 0.006 

(0.179) 

-0.000 

(0.917) 

-0.000 

(0.945) 

Net Leverage Constraint -0.004 

(0.475) 

  

Free Cash Flow Constraint  0.037*** 

(< .0001) 

 

KZ index Constraint   -0.032 

(0.015) 

Accounting Environment 0.015*** 

(0.002) 

0.017 

(0.018) 

-0.000 

(0.928) 

Book to market ratio -0.000 

(0.105) 

0.000 

(0.818) 

0.000 

(0.238) 

Market Equity 0.000 

(0.106) 

0.000 

(0.445) 

-6.09E-7 

(0.810) 

Sales growth 0.026*** 

(< .0001) 

0.023*** 

(< .0001) 

0.030*** 

(< .0001) 

Y93 -0.074 

(0.559) 

-0.080 

(0.577) 

-0.109 

(0.337) 

Y94 0.027 

(0.757) 

0.016 

(0.890) 

-0.015 

(0.797) 

Y95 0.000 

(0.996) 

-0.015 

(0.878) 

-0.101 

(0.124) 

Y96 0.071 

(0.370) 

0.104 

(0.258) 

0.052 

(0.196) 

Y97 0.029 

(0.697) 

0.076 

(0.373) 

-0.010 

(0.650) 

Y98 0.035 

(0.639) 

0.052 

(0.536) 

0.012 

(0.473) 

Y99 0.042 

(0.564) 

0.056 

(0.499) 

0.002 

(0.857) 

Y00 0.039 

(0.596) 

0.053 

(0.524) 

0.024 

(0.048) 
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Y01 0.027 

(0.713) 

0.034 

(0.686) 

-0.010 

(0.352) 

Y02 0.027 

(0.713) 

0.040 

(0.632) 

0.000 

(0.985) 

Y03 0.033 

(0.653) 

0.049 

(0.552) 

-0.003 

(0.787) 

Y04 0.034 

(0.639) 

0.044 

(0.594) 

0.006 

(0.570) 

Y05 0.036 

(0.622) 

0.051 

(0.540) 

0.003 

(0.775) 

Y06 0.049 

(0.506) 

0.071 

(0.390) 

0.020 

(0.025) 

Y07 0.046 

(0.527) 

0.060 

(0.466) 

0.016 

(0.060) 

Y08 0.049 

(0.507) 

0.063 

(0.447) 

0.023 

(0.007) 

Y09 0.031 

(0.675) 

0.049 

(0.553) 

-0.003 

(0.722) 

Y10 0.047 

(0.521) 

0.062 

(0.451) 

0.014 

(0.072) 

Y11 0.053 

(0.470) 

0.072 

(0.382) 

0.022 

(0.005) 

Y12 0.049 

(0.504) 

0.069 

(0.404) 

0.021 

(0.009) 

Y13 0.046 

(0.528) 

0.064 

(0.437) 

0.014 

(0.064) 

Y14 0.036 

(0.623) 

0.053 

(0.524) 

-0.000 

(0.946) 

Y15 0.031 

(0.671) 

0.053 

(0.521) 

- 

R square 0.036 0.037 0.028 

Adjusted R square 0.032 0.030 0.022 

Table 8 continued. The data is extracted from Datastream for Germany and United Kingdom from years 1990 to 

2015 but regression results include data from 1992. See notes on Table 5 on variable details. Year dummies are 

included in the pooled regression starting from year 1993 till 2015. If year is 1993 then Y93 is 1 otherwise 0. If 

year is 1994 then Y94 is 1 otherwise 0. If year is 1995 then Y95 is 1 otherwise 0. Similarly dummy variables are 

take till 2015, with Y15 being year 2015. Y15 is read as such that Y is year and 15 is year 2015, so Y15 is 2015. 

*** shows 1% significance level, ** shows 5% significance level and * shows 10% significance level.  

The net leverage*investment opportunity interaction shows that for a constrained 

firm a unit change in investment opportunity decrease abnormal accruals by 0.019 

(0.006 – 0.025). The accrual decrease of 0.019 is calculated by summing coefficient 

of investment opportunity without net leverage constraint and coefficient of 

interaction investment*net leverage constraint. Similarly investment 

opportunity*accounting environment interaction shows that accounting environment 

decreases accruals of firm by 0.009 (0.006 – 0.015) units with one unit increase in 

investment opportunity This shows firms in common law countries with investment 

opportunity have lower accruals than code law countries. However, the significant 

interaction between accounting environment*net leverage constraint shows that 

accounting environment results in increase of accruals by 0.002 (0.015 – 0.013) units 
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when firm is financially constrained. This means that financially constrained firm in 

common law country has higher accruals than code law countries. However, the 

other two interactions show that for common law countries abnormal accruals 

decrease for firms with investment opportunity when they are constrained. Therefore, 

when net leverage is used as constraint measure we find that common law countries 

have lower discretionary accruals for financially constrained firms with positive 

projects than code law countries. This result is opposite to our hypothesis 1, as we 

expected common law countries to have higher level of discretionary accruals for 

financially constrained firms with positive projects than code law countries.  

Table 8 also shows that when free cash flow constraint is used as constraint criteria 

only investment opportunity*accounting environment, free cash flow constraint and 

sales growth has significant results at 1% level. Significant result for free cash flow 

constraint means that for a unit increase in constraint measure abnormal accruals 

increase by 0.037. The significant interaction term for investment 

opportunity*accounting environment shows that for common law country abnormal 

accruals decrease by 0.025 when firm investment opportunity increases by 1 unit but 

insignificant results for other two interactions shows that accounting environment 

does not have any effect on abnormal accruals for constrained firm with investment 

opportunity. Similar results are revealed by using KZ index as financial constraint 

criteria that only investment opportunity*accounting environment interaction has 

significant result at 5% level. According to this accruals decrease by 0.019 if 

investment opportunity increase by 1 unit for a firm in common law country. But as 

other two interactions are insignificant it too shows that accounting environment 

does not affect accruals for constrained firms.  

4.2.4 Regression results for year effect for financing 

Table 9 shows results for pooled regression for impact of discretionary accruals on 

equity financing in different accounting environments controlled for year. This table 

shows results for equation 10 in methodology section with year dummies included in 

the model. Table 9 reveals that when net leverage is used as constraint criteria 

investment opportunity*net leverage constraint, investment opportunity*accounting 

environment, abnormal accruals and investment opportunity have significant results 

at 1% level. Significant result of investment opportunity and abnormal accruals 
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reveal that for a unit increase in investment opportunity and abnormal accruals, 

equity financing increases by 0.027 and 0.196, respectively. Net leverage constraint 

also has significant result at 5% level indicating increase in equity by 0.020 units if 

constrain in firm increases by 1 unit.  

Table 9 Pooled regression for year effect on equity financing  

Variable Net Leverage 

Constraint 

Free Cash Flow 

Constraint 

KZ Index Constraint 

Intercept 0.042 

(0.718) 

0.042 

(0.760) 

-0.012 

(0.198) 

Investment Opportunity * 

Net leverage Constraint 

-0.024*** 

(0.001) 

  

Investment Opportunity * 

Free Cash Flow Constraint 

 0.028** 

(0.015) 

 

Investment Opportunity * 

KZ Index Constraint 

  0.019* 

(0.096) 

Investment Opportunity* 

Accounting Environment 

0.026*** 

(0.002) 

0.018 

(0.118) 

-0.006 

(0.626) 

Accounting Environment 

* Net leverage constraint 

-0.007 

(0.440) 

  

Accounting Environment 

* Free Cash Flow 

Constraint 

 0.036*** 

(0.009) 

 

Accounting Environment 

* KZ Index Constraint 

  0.109*** 

(<.0001) 

Abnormal Accruals 0.196*** 

(<.0001) 

0.232*** 

(<.0001) 

0.215*** 

(<.0001) 

Net Leverage Constraint 0.020** 

(0.015) 

  

Free Cash Flow Constraint  -0.011 

(0.371) 

 

KZ Index Constraint   -0.106*** 

(<.0001) 

Investment Opportunity 0.027*** 

(0.000) 

0.007 

(0.585) 

0.025** 

(0.021) 

Accounting Environment -0.005 

(0.560) 

-0.020* 

(0.074) 

-0.012 

(0.213) 

Cash Flow -0.001* 

(0.065) 

0.001 

(0.190) 

-0.001 

(0.414) 

Tobin’s Q 0.000*** 

(<.0001) 

0.000*** 

(<.0001) 

0.000*** 

(<.0001) 

Leverage -0.011*** 

(<.0001) 

-0.012*** 

(<.0001) 

-0.009*** 

(<.0001) 

Dividend Payment -0.050*** 

(<.0001) 

-0.056*** 

(<.0001) 

-0.047*** 

(<.0001) 

Cash Holdings 0.014*** 

(<.0001) 

0.014*** 

(<.0001) 

0.014*** 

(<.0001) 

Sales Growth 0.060*** 

(<.0001) 

0.059*** 

(<.0001) 

0.065*** 

(<.0001) 

ROA -0.432*** 

(<.0001) 

-0.443*** 

(<.0001) 

-0.485*** 

(<.0001) 

Y93 -0.082 

(0.679) 

-0.086 

(0.718) 

-0.005 

(0.978) 

Y94 -0.038 

(0.780) 

0.160 

(0.409) 

0.042 

(0.654) 
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Y95 -0.077 

(0.556) 

-0.040 

(0.813) 

0.005 

(0.964) 

Y96 0.085 

(0.494) 

0.168 

(0.275) 

0.239*** 

(0.000) 

Y97 -0.022 

(0.851) 

0.008 

(0.953) 

0.063* 

(0.095) 

Y98 -0.077 

(0.507) 

-0.073 

(0.601) 

-0.004 

(0.886) 

Y99 -0.075 

(0.514) 

-0.062 

(0.652) 

0.010 

(0.636) 

Y00 -0.025 

(0.830) 

0.007 

(0.962) 

0.078*** 

(0.000) 

Y01 -0.080 

(0.488) 

-0.071 

(0.607) 

0.010 

(0.582) 

Y02 -0.079 

(0.496) 

-0.084 

(0.545) 

-0.018 

(0.317) 

Y03 -0.081 

(0.481) 

-0.075 

(0.588) 

-0.014 

(0.426) 

Y04 -0.068 

(0.553) 

-0.062 

(0.653) 

0.006 

(0.707) 

Y05 -0.54 

(0.638) 

-0.044 

(0.749) 

0.021 

(0.178) 

Y06 -0.058 

(0.616) 

-0.055 

(0.687) 

0.016 

(0.270) 

Y07 -0.026 

(0.819) 

0.009 

(0.950) 

0.060*** 

(<.0001) 

Y08 -0.081 

(0.481) 

-0.082 

(0.552) 

-0.010 

(0.485) 

Y09 -0.071 

(0.540) 

-0.073 

(0.596) 

-0.007 

(0.618) 

Y10 -0.054 

(0.641) 

-0.042 

(0.759) 

0.016 

(0.236) 

Y11 -0.058 

(0.614) 

-0.051 

(0.713) 

0.008 

(0.561) 

Y12 -0.071 

(0.528) 

-0.069 

(0.616) 

-0.009 

(0.481) 

Y13 -0.073 

(0.528) 

-0.066 

(0.632) 

-0.007 

(0.573) 

Y14 -0.054 

(0.639) 

-0.041 

(0.765) 

0.013 

(0.295) 

Y15 -0.068 

(0.557) 

-0.065 

(0.639) 

0.000 

. 

R Square 0.332 0.363 0.358 

Adjusted R Square 0.329 0.358 0.353 

Table 9 continued. The data is extracted from Datastream for Germany and United Kingdom from years 1990 to 

2015 but regression results include data from 1992. For variable details see table 6. For year dummy variables 

details see table 8. *** shows 1% significance level, ** shows 5% significance level and * shows 10% 

significance level.  

The significant interaction term between investment opportunity*constrained firms 

show that for a constrained firm when investment opportunity increases by 1 unit 

equity decreases by 0.024unit. However as investment opportunity in model 

increases equity by 0.027, the overall effect of adding a constrained firm to 

investment opportunity is an increase in 0.003 (0.027 – 0.024) units of equity. Hence, 
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revealing us with significant result that when constrained firms with investment 

opportunity use accruals they are able to generate more equity.  

The significant interaction of investment opportunity*accounting environment 

reveals that firm in common law countries with an increase in investment 

opportunity by 1 unit are able to raise more equity by 0.053 (0.026 + 0.027) units. 

This result consolidates the signaling hypothesis that when firms have growth 

opportunities they increase accruals to generate more equity. However, the 

insignificant results for interaction term accounting environment * net leverage 

constraint indicates that accounting environment does not have any effect in increase 

in equity for constrained firm.  

Table 9 further reveals that when free cash flow is used as constraint criteria 

accounting environment has significant result at 10% significance level, showing a 

decrease in equity financing for common law firms by 0.020 units. The significant 

relation of abnormal accruals at 1% significance levels shows that one unit increase 

in accruals cause 0.232 units increase in equity. The presence of significant term at 

5% of investment opportunity * free cash flow constraint show that for a constrained 

firm with 1 unit of investment opportunity increases equity financing by 0.035 (0.028 

+ 0.007) units. This shows that for constrained firms with investment opportunity 

using discretionary accruals does help in raising equity financing.  

Furthermore, the presence of significant interaction term of accounting environment 

* free cash flow constraint at 1% significance level indicates that constrained firms in 

common law countries are able to raise more equity by 0.016 (-0.020 + 0.036) units. 

However, the presence of insignificant interaction of accounting environment * 

investment opportunity shows that accounting environment has no effect on raising 

equity when firm has investment opportunity. This indicates that for common law 

firms constrained firms can raise more equity but investment opportunity is not 

considered as accounting environment does not have any effect on it.  

Table 9 shows that when KZ index is used as constraint criteria similar results are 

obtained as the other two constraints. Abnormal accruals, KZ index constraint and 

investment opportunity has significant results. Abnormal accruals and investment 

opportunity shows that for unit increase in abnormal accruals and investment 

opportunity equity increases by 0.215units and 0.025units, respectively. The KZ 
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index shows that for unit increase in KZ index constraint measure equity financing 

decrease by 0.106. However, the significant interaction term of investment 

opportunity*constraint firms show that equity increases by 0.044 (0.025 + 0.019) 

units when investment opportunity increases by 1 unit for a constrained firm. These 

results consolidate other two constraint results that more equity is raised if abnormal 

accruals are used by constrained firms with positive projects.  

Like free cash flow constraint, KZ index constraint also has significant result at 1% 

for interaction term accounting environment * constraint firm but has insignificant 

result for accounting environment, revealing that constrained firms in common law 

country raise more equity but no effect of accounting environment on equity is seen 

for firms with investment opportunity. Table 9 also shows that all three constraints 

have significant results at 1% level for control variables of the model, which are 

Tobin’s Q, leverage, dividends payment, cash holdings and sales growth.  

Table 10 shows the effect of discretionary accruals to raise funds by debt in different 

accounting environment controlled for year. The table shows pooled regression 

results from equation 11 in methodology section including year dummy variables. 

When net leverage is used as constrained measure then abnormal accruals and 

investment opportunity has significant results at 1% and 5% significance level, 

respectively. They indicate that when 1 unit of abnormal accruals or 1 unit of 

investment opportunity is increased then debt issue increases by 0.083 units and 

0.009 units, respectively. However, significant result for accounting environment 

shows that for common law countries debt issue decreases by 0.010 units than code 

law countries, but the presence of significant interaction term between accounting 

environment * net leverage constraint measure at 5% level indicates that when a firm 

is constrained in common law country debt financing increases by 0.003 units. (That 

is coefficient of accounting environment -0.01 added to coefficient of interaction 

term of accounting environment when constrained firm is added 0.013). 

On the other hand, the significant interaction term of investment 

opportunity*accounting environment reveals that for firms in common law countries 

with increase in 1 unit of investment opportunity debt issue decreases by 0.001 units 

(coefficient of investment opportunity without accounting environment 0.009 added 

to coefficient of the interaction term investment opportunity*accounting environment 
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-0.010). The significant results for two interactions including accounting 

environment reveals that constrained firms in common law issue more debt than code 

law countries but firms of common law countries with investment opportunity issue 

less debt as compared to code law countries. However, as the coefficient term of the 

interaction between accounting environment*net leverage constraint is 0.003units 

more than interaction term between accounting environment*investment opportunity 

we see net effect of accounting environment is positive. Hence, we find that 

constrained firms with investment opportunity in common law firms are able to raise 

more debt when they use accruals. This result supports our hypothesis 2 that 

financially constrained firms with positive projects in common law countries are able 

to raise more debt than code law countries. Apart from this table 10 shows significant 

results at 1% level for investment opportunity * net leverage constraint measure, cash 

flow, leverage, dividend payment and sales growth.  

When free cash flow constraint is used table 10 shows significant results for 

abnormal accruals and free cash flow at 1% significance level. One unit increase in 

abnormal accruals or a unit increase in free cash flow constraint causes an increase in 

0.047 units and 0.031units, respectively. The presence of significant interaction 

between investment opportunity*free cash flow constraint indicates that when 

investment opportunity increase by 1 units for a constrained firm debt increases by 

0.015 units (0.010 + 0.005). These results show that more debt is raised by a 

constrained firm with investment opportunity when it uses abnormal accruals. 

Table 10 further reveals that accounting environment has significant result at 10% 

level showing that for common law firms 0.009 units lesser debt is raised than code 

law countries. However, the insignificant interaction terms of accounting 

environment*investment opportunity and accounting environment*free cash flow 

constraint reveals that accounting environment has no effect on raising debt for 

financially constrained firm with investment opportunity. Apart from this significant 

results are obtained for Tobin’s Q, leverage and dividend payment.  

Moreover, table 10 shows that same results as free cash flow constraint are obtained 

when KZ index is used as financial constraint. Abnormal accruals and investment 

opportunity has significant results at 1% level showing that unit increase in abnormal 
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accruals and unit increase in investment opportunity increases debt issue by 0.061 

and 0.017units.  

Table 10 Pooled regression for year effect on debt financing  

Variable Net Leverage 

Constraint 

Free Cash Flow 

Constraint 

KZ Index Constraint 

Intercept -0.015 

(0.826) 

-0.028 

(0.652) 

0.007 

(0.157) 

Investment Opportunity * 

Net leverage Constraint 

0.029*** 

(<.0001) 

  

Investment Opportunity * 

Free Cash Flow Constraint 

 0.010* 

(0.056) 

 

Investment Opportunity * 

KZ Index Constraint 

  -0.011* 

(0.062) 

Investment Opportunity* 

Accounting Environment 

-0.010** 

(0.042) 

0.001 

(0.799) 

-0.003 

(0.644) 

Accounting Environment 

* Net leverage constraint 

0.013** 

(0.014) 

  

Accounting Environment 

* Free Cash Flow 

Constraint 

 0.000 

(0.974) 

 

Accounting Environment 

* KZ Index Constraint 

  0.006 

(0.640) 

Abnormal Accruals 0.083*** 

(<.0001) 

0.047*** 

(<.0001) 

0.061*** 

(<.0001) 

Net Leverage Constraint 0.004 

(0.375) 

  

Free Cash Flow Constraint  0.031*** 

(<.0001) 

 

KZ Index Constraint   0.009 

(0.422) 

Investment Opportunity 0.009** 

(0.047) 

0.005 

(0.341) 

0.017*** 

(0.002) 

Accounting Environment -0.010** 

(0.024) 

-0.009* 

(0.073) 

-0.002 

(0.615) 

Cash Flow -0.002*** 

(<.0001) 

0.000 

(0.215) 

-0.002*** 

(<.0001) 

Tobin’s Q 0.000 

(0.266) 

0.000* 

(0.059) 

0.000 

(0.265) 

Leverage 0.003*** 

(<.0001) 

0.005*** 

(<.0001) 

0.006*** 

(<.0001) 

Dividend Payment 0.013*** 

(<.0001) 

0.008*** 

(0.005) 

0.016*** 

(<.0001) 

Cash Holdings 0.000 

(0.806) 

0.000 

(0.411) 

0.000 

(0.519) 

Sales Growth 0.013*** 

(<.0001) 

0.002 

(0.500) 

0.009*** 

(0.008) 

ROA -0.003 

(0.651) 

0.002 

(0.804) 

-0.006 

(0.520) 

Y93 0.003 

(0.980) 

-0.001 

(0.992) 

-0.015 

(0.879) 

Y94 0.040 

(0.609) 

-0.060 

(0.503) 

0.042 

(0.393) 

Y95 -0.004 

(0.957) 

0.010 

(0.896) 

-0.053 

(0.351) 

Y96 0.007 

(0.922) 

0.004 

(0.952) 

-0.006 

(0.867) 
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Y97 0.014 

(0.832) 

0.018 

(0.777) 

-0.018 

(0.372) 

Y98 0.023 

(0.729) 

0.034 

(0.595) 

0.001 

(0.967) 

Y99 0.034 

(0.608) 

0.025 

(0.692) 

0.015 

(0.163) 

Y00 0.022 

(0.735) 

0.020 

(0.758) 

0.000 

(0.998) 

Y01 0.019 

(0.777) 

0.021 

(0.745) 

-0.002 

(0.812) 

Y02 0.010 

(0.881) 

0.011 

(0.858) 

-0.013 

(0.161) 

Y03 0.011 

(0.865) 

0.016 

(0.806) 

-0.013 

(0.158) 

Y04 0.006 

(0.930) 

0.004 

(0.945) 

-0.019** 

(0.028) 

Y05 0.027 

(0.681) 

0.028 

(0.654) 

0.014* 

(0.068) 

Y06 0.025 

(0.709) 

0.028 

(0.657) 

0.006 

(0.489) 

Y07 0.033 

(0.613) 

0.038 

(0.543) 

0.016** 

(0.029) 

Y08 0.027 

(0.682) 

0.033 

(0.598) 

0.010 

(0.172) 

Y09 0.001 

(0.989) 

0.018 

(0.775) 

-0.016** 

(0.023) 

Y10 -0.008 

(0.899) 

0.006 

(0.924) 

-0.029*** 

(<.0001) 

Y11 0.003 

(0.963) 

0.011 

(0.860) 

-0.013* 

(0.049) 

Y12 0.011 

(0.873) 

0.019 

(0.758) 

-0.011 

(0.109) 

Y13 0.015 

(0.825) 

0.029 

(0.650) 

-0.008 

(0.199) 

Y14 0.017 

(0.801) 

0.024 

(0.709) 

-0.001 

(0.906) 

Y15 0.020 

(0.757) 

0.022 

(0.732) 

0.000 

. 

R Square 0.069 0.075 0.053 

Adjusted R Square 0.064 0.067 0.045 

Table 10 continued. The data is extracted from Datastream for Germany and United Kingdom from years 1990 to 

2015 but regression results include data from 1992. For variable details see table 6. For year dummy variables 

details see table 8. *** shows 1% significance level, ** shows 5% significance level and * shows 10% 

significance level.  

The significant interaction term between investment opportunity*KZ index 

constraint reveals that for a constrained firm when investment opportunity increases 

by 1 unit debt increases by 0.006 units (coefficient of investment without constraint 

measure 0.017 added to coefficient of interaction term where investment is with 

constraint measure -0.011). This consolidates previous results that more debt is 

issued for financially constrained firms with investment opportunities. However, the 

presence of insignificant interaction terms of accounting environment*KZ constraint 

measure and accounting environment*investment opportunity indicates that 
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accounting environment has no effect on issuance of debt for financially constrained 

firms with investment opportunity. Apart from this cash flow, leverage, dividend 

payment and sales growth also has significant results at 1% level.  

To summarize results of pooled regression controlled for year we find that overall the 

results has improved as more significant relations are obtained. When net leverage is 

used as financial constraint results revealed that common law countries have lower 

discretionary accruals for financially constrained firm with positive projects. On the 

other hand, pooled regression controlled for year to raise equity did not have 

significant results for accounting environment indicating that accounting 

environment does not have any effect on raising equity by financially constrained 

firms with investment opportunity. However, all three constraint measures show that 

more equity is raised by constrained firm with an investment opportunity. All three 

constraint measures also show that more debt is raised by constrained firm with an 

investment opportunity when pooled regression controlled for years to raise debt is 

conducted. However, only net leverage constraint has significant results that more 

debt is raised by financially constrained firms with positive projects in common law 

countries.  
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5      CONCLUSION 

The study was conducted to examine the effect of accounting environment on use of 

discretionary accruals by constrained firms in order to raise finance by debt and 

equity. Germany as code law country and United Kingdom as common law country 

were chosen to test the accounting environment effect. These two countries were 

selected as they follow IFRS. Germany started to follow IFRS in 2005, prior to this 

companies were using German GAAP but Van Tendeloo and Vanstraelen (2005) 

study found that same earnings management behavior is seen by IFRS adopters and 

firms using German GAAP. This shows that change in accounting standards did not 

change accounting quality of firms in German code law accounting environment.  

The number of observations for regression analysis was 7827 firm year and number 

of years covered are from 1990 to 2015, but due to 3 year average taken to calculate 

financial constraint, regression analysis is run from 1992. Modified Jones model was 

used using lagged return on assets to determine discretionary accruals. In the study 

these performance adjusted discretionary accruals are called as abnormal accruals. 

Cross sectional regression models were used to test the hypothesis. To capture 

influence of aggregate variables the models were controlled for year dummies and 

pooled regression was conducted.  

The results have insignificant results for all three models showing no effect of 

accounting environment. However, when the models were controlled for year and 

pooled regression was run significant results were obtained. Pooled regression 

controlled for years by net leverage constraint has significant results showing that for 

common law countries financially constrained firms with investment opportunity 

have lower accruals. This result is different from our hypothesis where we expected 

common law countries to have higher level of discretionary accruals for financially 

constrained firms with positive projects than code law countries. This result do not 

support Kurt (2017) findings that in common law countries where information 

asymmetry is more management use discretionary accruals to signal growth to 

investors by doing upward earnings management. Reason for this deviation can be 

that management does not want investors to interpret use of accruals as manipulative; 

therefore they decrease accruals when they have investment opportunity. Frantz 
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(1997) supports this that income decreasing accounting choices are taken as positive 

signal of private information by investors.  

Another reason for lower accruals of common law country than code law country for 

financially constrained firms with investment opportunity can be that even though in 

code law countries monitoring by banks on firms is high (Rodriguez-Perez and 

Hemmen 2010) and information asymmetry is less, management still uses 

discretionary accruals for opportunistic reason in order to get loan for new projects at 

lower interest rate. This argument is in line with Ghosh and Moon (2010) who finds 

that earnings quality of sharing private information about firm’s future performance 

decreases when debt level is high in order to avoid debt covenants and high 

borrowing cost. Jaggi and Lee (2002) also supports that firms use income increasing 

accruals if they are facing temporary financial constraint and want waivers to be 

granted. 

Our second hypothesis is supported only when pooled regression controlling for year 

on debt financing using net leverage as financial constraint is conducted revealing 

that more debt is raised by financially constrained firms with positive projects in 

common law countries. This can be because common law countries are considered to 

be more market efficient than code law countries as financial disclosure is higher and 

banks in common law countries do not monitor firms so closely like banks monitor 

in code law countries. Due to this use of discretionary accruals may not be easily 

identifiable in common law countries thus more debt is issued to constrained firms 

with positive projects in common law countries.  

Pooled regression controlled for year using free cash flow constraint and KZ index 

constraint did not have significant results for accounting environment for equity and 

debt financing. However, they along with pooled regression controlled for year using 

net leverage constraint did have significant result for increase in equity and debt 

financing for a financially constrained firm with investment opportunity. These 

results are in consistent with Linck et al (2013) and Hao and Li (2016) findings that 

constrained firms with positive projects raise more equity and debt when use high 

discretionary accruals.  

The study has some limitations. The first is the choice of constraint measures due to 

which they give different results. KZ index has its limitation as suggested by 
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Hadlock and Pierce (2010) that it is not a good measure and only cash and dividends 

variables are useful measure. Free cash flow according to Hennessy and Whited 

(2007) is useful variable but there is mixed literature regarding cash flow sensitivity. 

Almeida et al (2004) says that constrained firms have more cash flow sensitivity and 

is supported by Campello et al. (2010) and Mulier et al. (2016).  On the other hand, 

Kaplan and Zingales (1997) are of the view that less financially constrained firms 

have greater cash flow sensitivity. This view is supported by Hadlock and Pierce 

(2010) and Moyen (2004).  

Another limitation is we have used capital expenditures as investment opportunity 

which has its own limitations. First limitation is that it includes equipment from prior 

years not just new and sold investments. Another limitation of capital expenditure is 

that sample includes firms belonging to service sector; such as support services, 

leisure and media. Service sector even when it grows does not have that much capital 

expenditure. Third limitation of capital expenditure and of this study is that total 

capital expenditure does not differentiate between low and high value project.  

Another limitation of this study is that results are based upon one country from each 

accounting environment. Including more countries belonging to each group is a 

suggestion for future research. The study results suggest that signaling is used by 

common law constrained firms when they have positive projects but they signal 

positive information through income decreasing accruals. On the contrary, 

constrained firms in code law countries act opportunistically in order to raise debt at 

lower cost or get waivers granted. Thus level of discretionary accruals is lower for 

common law firms but future research is needed to know the motivation of earnings 

management by constrained firms in different environments. The study carried out 

will add to literature in finance as it helps investors and firms to make financial and 

corporate decisions. It also contributes to accounting literature by looking at effect of 

discretionary accruals in different accounting environments, which will help 

investors in those accounting environment to make financing decisions accordingly.  
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APPENDIX 

Variables  Variables Formula 

Jones Model: 

 Total assets 

 Accruals 

 

 

 

 Δ in non cash current 

assets  

 

 Δ in current liabilities 

 Current portion of long 

term debt 

 Depreciation and 

amortization 

 Δ in Revenue 

 Δ in Receivables 

 Gross property plant and 

equipment 

 ROA 

 

 Total Assets 

 Δ non cash current assets - Δ in current 
liabilities excluding current portion of 
long term debt – depreciation and 
amortization  

 Δ in Current Assets Total - Cash 

and short term investments 

 

 Δ in current liabilities total 

 Δ in Current portion of long term 

debt 

 Depreciation, amortization and 

depletion 

 Δ in Net Sales or Revenue 

 Δ in receivables  

 Gross property plant and equipment 

 

 Lag return on assets 

Net Leverage: 

 Net Debt 

 

 Long term debt 

 Short term debt 

 Excess cash 

 

 

 

 Equity 

 

 Long term debt + short term debt – excess 

cash 

 Long term debt 

 Short term debt 

 Cash and short term investments 

– Max [current liabilities – 

(current assets – cash and short 

term investments), 0] 

 Common Equity 

Free Cash Flow: 

 Cash flow from operations 

 Capital expenditure 

 Long term debt 

 Short term debt 

 

 Net cash flow operating activities 

 Average capital expenditure for 3yrs 

 Long term debt 

 Short term debt 

KZ index: 

 Cash flow from operations 

 Total liabilities 

 Total dividends 

 Cash and short term 

investments 

 Property, plant and equipment 

 

 Net cash flow operating activities 

 Total liabilities 

 Cash Dividends paid total 

 Cash and short term investments 

 

 Property, plant and equipment-net 

Investment Opportunity: 

 Capital Expenditure 

 

 

 Capital Expenditure (additions to fixed 

assets) 

Book to market ratio: 

 

 Common Share outstanding 

 Closing price 

 Common equity 

(Common shares outstanding * closing price) 

/common equity 

 Common shares outstanding 

 Price (Adjusted-default) 

 Common equity 
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Δ equity: 

 Net cash received from sale 

and purchase of common and 

preferred stock 

 Cash Dividends 

 

 Net proceeds from sale/Issue of common 

and preferred  

 

 Cash Dividends paid total 

Δ debt: 

 Long term debt issuance 

 Reduction of long term debt 

 

 Long term borrowings 

 Reduction in long term debt 

Tobin’s Q: 

 

 

 Total assets 

 Common shares outstanding 

 Closing Price 

 Book value of equity 

 Balance sheet deferred taxes 

[Total assets + (common shares outstanding 

multiplied by closing price – sum of book value of 

equity – balance sheet deferred taxes) / total assets 

 Total Assets 

 Common shares outstanding 

 Price (Adjusted-default) 

 Common Equity 

 Deferred Taxes 

Dividend payment: 

 Common Dividend 

 Preferred Equity 

Common dividend + preferred dividend 

 Common Dividend (Cash) 

 Preferred Dividend (Cash) 

ROA: 

 Net Income 

 

 Lagged assets 

 

 Net Income before extra items/preferred 

dividends 

 Total assets 

 

 

 

 

 

 

 

 


