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ABSTRACT

This article examines whether enhanced corporatergance practices, auditing by one of
the Big Four and qualified auditors’ opinions, associated with the propensity to engage in
earnings management through accounting choicepayational decisions in Brazil. Although
there are some studies on earnings management dg/li@n companies, very few have
examined the presence of operational decisiorsismpractice and none has addressed how to
minimize this. In order to infer earnings manipidatby accounting choices and operational
decisions, we investigate if firms that manage iegsthrough discretionary accruals also
make operational decisions for the same purpose.evidence from a sample of Brazilian
firms suggests that listing on the Sdo Paulo SEathange’s Corporate Governance Special
Listing Segments, which requires enhanced corpogateernance practices, among other
requirements, and auditing by one of the Big Foumdg reduce in general earnings
management by accounting choices, and that qudbieenion from auditor is an indicator of
earnings management. However, except in speciakgésting in the Corporate Governance
Special Listing Segments and auditing by the BigurFdo not assure less earnings
management by operational decisions.

! Artigo recebido em 01.10.2010. Revisado por paees 20.12.2010. Reformulado em 22.02.2011.
Recomendado para publicacdo em 24.02.2011 porMiea Beuren (Editora). Publicado em 31.10.2011.
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RESUMO

O artigo examina como a listagem em segmentos iespee governanca corporativa, o tipo

de auditoria e o parecer dos auditores estdo asslms com a propensdo ao gerenciamento
de resultados por escolhas contabeis e por decisfjesacionais. Embora existam alguns
estudos sobre gerenciamento de resultados pelasesay brasileiras, mas poucos tém
examinado a presenca de decisfes operacionais nEét&ca e nenhum abordou como

minimizar isso. De modo a inferir o gerenciamenéordsultados por escolhas contabeis e
por decisbes operacionais, investigamos se as eaprgue gerenciam ganhos através de
acumulacgdes discricionarias também tomam decispesacionais para a mesma finalidade.

As evidéncias obtidas para empresas brasileiraseseig que a listagem em segmentos
especiais e a auditoria por Big4 reduzem o gereneiato de resultados por escolhas
contébeis, entretanto, esses mesmos fatores ndmimam o gerenciamento por decisées
operacionais.

Palavras-chave: Gerenciamento de resultados por escolhas congab@erenciamento de
resultados por decisdes operacionais. Acumula¢@esicionarias.

1 INTRODUCTION

Most research indicates that discretionary accramdshe main mechanism employed
by accountants and managers to manage earningsiptesa are McNichols and Wilson
(1988), Jones (1991), Dechow, Sloan and Sweene95]1Kang and Sivaramakrishnan
(1995), Martinez (2001), Fuji (2004), Tukamoto (3D0AImeida et al. (2005). Irrespective of
the methodological focus (discretionary accrualdescriptive-inferential statistics), all these
authors have investigated the manipulation of acttog numbers through accounting
choices. In contrast, there are very few works I titerature examining earnings
management through operational decisions.

Of these few studies of manipulation of accountiigures through operational
decisions, the standouts are Roychowdhury (200852@unny (2005), Zang (2005). These
authors variously call this practice earnings managnt through real activities manipulation
(ROYCHOWDHURY, 2005), real earnings management (GUN 2005) or real
manipulation (ZANG, 2005). Here we use earnings amgament through operational
decisions.

Strictly speaking, Roychowdhury (2005, p. 3) desimeaking operational decisions to
manipulate accounting figures as “departures fronm@l operational practicesiotivated by
managers’ desire to mislead at least some stakefsolohto believing certain financial
reporting goals have been met in the normal cooireperations” (underscoring added).

Roychowdhury (2005) sought to identify whether Srrmake certain operational
decisions (related to sales, level of output amihy of discretionary expenses) to manipulate
accounting numbers to avoid reporting losses. tn,tGunny (2005) aimed to identify the
consequences of operational decisions to manipwdaraings, that is, she investigated
whether these decisions affect the ability to gatgecash flow and earnings in future periods,
as well as if analysts perceive these manipulatienglly, Zang (2005) used a framework
based on cost-benefit analysis to identify whefhmers with less flexible accounting practices

(subject to stricter accounting regulation) makeerapional decisions to manipulate
accentintina informatinn more than dn nther firmee @Qkbkn invvectinated the arder (fimina anAd
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intensity) between the two forms of manipulatingamting numbers — operational decisions
and accounting decisions.

According to Tirole (2006), even without resortitogfraud, managers have substantial
discretion in their financial statements. Thatl®y enjoy flexibility even within the confined
Generally Accepted Accounting Principles. For exEmphe provisions for loan losses is
always subjective. Of course the underprovisiory afiifts loss recognition in time. In the
same way, the choice between capitalizing and estpgninvestment costs, shift income
across time. Other than accounting choice the fivay distort its strategy in order to alter the
external perception of the firm’s condition. Fomeple, in order to inflate current profits, the
firm may delay maintenance and reduce its inveniergl. Or it may run end-or-period sales.
Instead of slashing its price in January, it camdbdhe previous year’s profit by running
December sales at the cost of reducing overalitprof

Pernicious earnings management fits the generaleption of earnings management
as misrepresentation (DEMSKI, 2003). This is thanegle when the firm attempts to mask
poor performance and mislead its audience. In ¢oistext, corporate governance has a
gatekeeping role of preventing pernicious earninggnagement and others antithetical
practices.

In this work we use our own models to infer earsimganagement by accounting
choices and operational decisions, to investigdietiaer Brazilian companies listed in the
Bovespa’s Corporate Governance Special Listing $atgnand audited by the Big Four
manage earnings through these two procedures. idddity, we analyze whether firms that
manage earnings through discretionary accrualsradee operational decisions for the same
purpose.

The evidence obtained from our sample of firms sgtg) that those listed in the
Corporate Governance Special Listing Segments awiteel by the Big Four have lower
propensity to manage their earnings by accountingices. However, on the matter of
earnings management through operational decisibagesults indicate that except in special
cases, listing in the Bovespa’s Corporate Govem&pecial Listing Segments and being
audited by one of the Big Four does not discoussgaings management.

This paper is organized in six sections includimig introduction. In the next section
we present a brief literature review and in thedthand forth sections we discuss the research
hypotheses and methodology, such as the empinoalgs for earnings management, along
with the nature of the studies carried out. Thellitesare analyzed in the fifth section and the
sixth section presents our conclusions.

2 LITERATURE REVIEW

Corporate governance covers a range of practiceks ratationships among all
interested parties, or stakeholders, inside andidmitthe company. The overall aim is to
increase the value of the company, through traesgsr respect for shareholders’ rights,
equal treatment of shareholders and rendering wdtwiorthy accounts. These corporate
governance rules in their essence aim to incréaserin’s efficiency.

In listed companies, a transparent posture by neanagt, equal treatment and
rendering of accurate accounts is of great impodamecause it involves the interests of
controlling and minority shareholders, executivdicefs and members of the board of
directors and its various committees (particulaig audit committee and compensation
committee). Other interested parties are employeastomers, suppliers, creditors and
independent auditors, all of whom take part ingame of often conflicting interests in terms
of information, rights, form of remuneration ane tntire decision process within the firm.

Bowen (2005) found that weak corporate governane&esm earnings management
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events such as cash flow and stock returns. Vargtudies have analyzed a variety of
corporate governance practices as potential walysiioearnings management.

The specific theme of income smoothing and itsti@iahip with firms’ ownership
structure has not attracted substantial attentiom fresearchers. Authors such as Berle and
Means (1932), Jensen and Meckling (1976), amongrstthave studied the ownership and
control structures of companies in several cousitiie Brazil, works such as those of Rapozo
et al. (2007), Ribeiro et al. (2006), Okimura et (@004), Fontes Filho (2003) and Silveira
(2004) have investigated the theme, relating ihwather variables, and have noted that the
great majority of Brazilian companies have a cotre¢ed ownership and control structure.

Good corporate governance practices should addygueieourage the directors and
officers to pursue objectives that are in the ed&s of the company and shareholders, to
optimize the return on their investments and ta@ssustained long-term growth.

According to Yamamoto (2003, p. 13), “nowadays mpany’s management failings
can cause not only huge losses to the shareholttesscan also jeopardize the credibility of
the market as a whole, with unpredictable reflextion the level of general economic
activity”.

The basic management structure of corporationgaziBis established by Law 6,404
of 1976, as amended. This structure is organizddllasvs: () the general shareholders’
meeting, which is the highest decision-making bdd)y; the board of directors; (iii) the
executive board; and (iv) the oversight board.

All corporations must hold general meetings (atsteance a year) and have an
executive board. Only listed corporations and tha# pre-authorized capital (allowing
them to go public without amending the bylaws) mbave a board of directors. The
oversight board (conselho fiscal) only must balghed by law in certain situations, such
as during liquidation. Listed corporations mustoakubmit their financial statements to
examination by an independent auditor approvedhey Brazilian Securities Commission
(Comissao de Valores Mobiliarios — CYM

Xie et al. (2001) stated that the board of directoan play an important role in
discouraging earnings management, particularly ié @r more members have relevant
experience in finance or accounting or if theramsaudit committee and/or compensation
committee. A director with previous financial orcaanting experience will obviously be
more able to ferret out manipulation of the resulisd the existence of a special committee
with responsibility for accounting or compensatioratters will also tend to discourage
earnings management, in the latter case becausmitexee compensation is often tied to
earnings results.

Beasley (1996) reported that fraud in the finanstatements is less of a problem for
firms with a relatively high proportion of indepesrdt directors. Similarly, Peasnell et al.
(2000) indicated that the probability that manageitsengage in abnormal accruals to avoid
losses or smooth income is negatively related ® phoportion of external directors.
Marrakchi et al. (2001) stated that earnings mamage is significantly negatively related to
certain corporate governance practices such asxiseence of an audit committee and other
board characteristics, such as the existence déast one member with financial with
financial expertise and a clear mandate tor oveloséte the financial statements and external
audit.

Good corporate government practices generally decline creation by the board of
directors of committees devoted to specific duttekelp the full board reach more informed
decisions. According to Costa (2004), these conesstthelp relieve the matters that need
detailed consideration by the full board. The awditnmittee is one of these. As the name

suggests, it is entrusted with the various matterslving the rendering of accounts and their
diceloeciire and the relationechin with the indenehdaditnre
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Agrawal (2004) found evidence that having an indeleat audit committee with at
least one member with specific expertise in finamecade firms less likely to manage
earnings. The same general result was found byeXat. (2001), and Marrakchi et al. (2001)
found indications that effective directors and aumbmmittees tend to confine earnings
management. Klein (2002) also found a negativetioglship between the independence of
the audit committee and earnings management. How@easnell et al. (2000) mentioned
there was little evidence that the presence of wit &committee influences the level of
earnings management one way or the other.

With the enactment of the Sarbanes-Oxley Act, Biemzicompanies with securities
traded in the United States became subject toulleerequiring the establishment of an audit
committee. However, companies with securities wadedirectly through American
Depositary Receipts (ADRs) can establish the oghtdioard instead of an audit committee.

Barcellos (2005) mentioned that for the majority Bfazilian companies the
establishment of an audit committee in the Americenid implies alterations in the board of
directors involving a change in the power structlilge main reason is the requirement under
American law that the audit committee be formeatdeast three independent directors — not
only of management and the external auditors, laat af the controlling shareholders. In
contrast, the oversight board only needs to bepedéent of management and the external
auditors, not of the controlling shareholders. bulethe latter is not possible by definition,
because it is composed of members elected by titeotlong and minority shareholders.

This requirement by the Sarbanes-Oxley Act touabiédlebate over how close the
functions of the oversight board and audit comnaitéee and whether the formation of an
audit committee is really necessary in Brazil. Teart 1 compares the main features of the
two bodies.

Oversight Board Audit Committee

Has one or more representatives of mingr@hosen from among the board of directors
shareholders
Not subordinated to the board of directors Dravemiithe board of directors
Issues opinions on the financial statements, am8uogervises the audit and has authority to determine
other matters at the behest of the general meeting | adjustments in the accounts
Oversees, analyzes and issues opinions |Isce management body
denunciations on failure by the directors and efficto
comply with their legal and bylaw duties and anlyes
practice that can harm the company

Chart 1 - Comparison between the oversight board ahaudit committee in Brazil

According to Chaves (2005), there is no risk ofrtafe between the functions of the
two bodies. The oversight board is legally chargetth denouncing any errors, fraudulent
acts or crimes committed by the board of directomd executive board to the general meeting
(art. 163 of Law 6,404/76). This is not the missadrthe audit committee, both because of its
composition (drawn from the board of directors) #melabsence of legal prerogatives such as
those of the oversight board.

Another important corporate governance practicethis existence of effective
independent auditing. The main role of outside tusliis to examine the adequacy of the
financial statements, to attest that they faityfutflect the financial and economic situation
reported to userdBecause auditors attest to financial reports, they probably the most
important gatekeeper for blocking pernicious eagaimanagement.

Corporate governance depends upon gatekeeperstecipthe interests of investors
and shareholders by monitoring the behavior of @@je insiders and by reporting the
financial results of corporate performance in acuaate and unbiased fashion. Gatekeepers
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play a watchdog role that reduces the agency cbstsrporate governance (COFFEE, 2001).

3 RESEARCH HYPOTHESES

The main objective of this study is to identify tfectors that affect the practice of
earnings management both by accounting choices ogredational decisions. In Brazil,
previous authors have employed discretionary atxru@odels — both general models
(MARTINEZ, 2001; TUKAMOTO, 2005) and models of sjfer accounts (FUJI, 2004) —
and frequency distribution analysis (CARDOSO, 2005)

In Brazil, Martinez and Cardoso (2009) provideddevices for the existence of earnings
management through real activities manipulationBnazilian publicly traded companies.
With this study we hope to contribute to the untierding of earnings management so that in
the near future it will be possible to develop edty able to understand its incentives and
counter-incentives, mechanisms and consequences.

In recent years the Brazilian and internationaldeaaaic literature has shown growing
interest in corporate governance. A question thiges is whether listing in the Bovespa's
Corporate Governance Special Listing Segments,hwt@quires meeting enhanced corporate
governance standards, is a factor that minimizeth ligpes of earnings management.
Therefore, we formulated the following researchdiiipsis:

H,: If a firm’s securities are traded in the Bovesp&orporate Governance Special Listing
Segments, it has a lower propensity to manage atsirggs by accounting choices and
operational decisions.

In December 2000, Bovespa created three spediaiglisegments designed for firms
that voluntarily decide to commit themselves tohieigcorporate governance standards: Level
1, Level 2 and Novo Mercado (New Market — equivalena Level 3). The extent of a
company’s commitment to the adoption of better @@e governance practices classifies it
as Level 1, Level 2, or Novo Mercado, where Levlabs the least stringent requirements and
the Novo Mercado the most comprehensive set ofrganee provisions.

Another question is the effect of the oversight dyternal auditors on earnings
management. The Brazilian Securities CommissiGon{issdo de Valores Mobiliarios —
CVM) describes the duties and responsibilities of pedelent auditors as: (i) verification of
the financial statements and preparation of aniopion them; (ii) preparation of internal
control reports for the board of directors, exeitboard and oversight boar@gnselho
Fiscal), when applicable; (iii) safeguarding of all peeiht documentation for a period of five
years; (iv) clear indication of any accounting mdares in conflict with generally accepted
accounting principles; (v) allowing access to doeuats for oversight by the CVM; and (vi) in
the event of substitution of the auditor, provisafrthe necessary information to serve as the
basis for issuance of special revisions and aegints.

The oversight board is elected by the shareholaketise general meeting and acts as a
watchdog over the firm’s affairs, independent & Hoard of directors and executive board. It
is not mandatory to have an oversight board, exicegiublic companies in certain situations,
such as during liquidation or reorganization.

In the final analysis, the service of independemditars is for the benefit of the
shareholders, as an instrument to monitor manaddtisough auditing is unquestionably
important, it also must be recognized that in @dersituations the relations between auditing
firms and their clients’ shareholders can creatagancy conflict. While audit firms should
above all heed the interests of the shareholdsey,dre also concerned with maximizing their
utility to management.
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revenue. This problem can be more serious for gmaillditing firms, since the importance of
the revenue from a particular client will likely lgeeater. In cases of accounting problems it is
much more likely that a large auditor will have afe¥ independence to question the financial
statements and accounting practices than will dl smdit firm.

Boynton et al. (2002) mentioned that independerscgéhe basis of the auditing
profession, in the sense that the auditor mustidietdrested, and hence objective, in relation
to the company audited. This fairness is the veserce of auditing and the basis for public
trust in the role of auditors.

Many studies have utilized the name of the auditimg as a proxy for the quality of
the auditing performed and have examined the amsomei between this identity and the
quality of the results (BECKER et al. 1998; ALMEIDA2007). Some researchers
(BEASLEY; PETRONI, 2001) have raised hypothesesijdes the name of the auditing firm,
of whether specialization in the auditing field lmpositive effect on the credibility offered
by the auditor.

Based on these considerations, we also formulateébtiowing research hypothesis:

H,: Companies audited by one of the Big Four are ldsdy to manage their earnings
through accounting choices or operational decisions

Does a qualified opinion from auditor signal eagsirmanagement? The answer to
this question is that best a qualified opinion isiegative but noisy signal. A reasonable
expectation is that when the auditors’ opinion eorg reservations, this indicates the
company is managing its earnings, suggesting ti@ximg hypothesis.

Hs: Qualified opinion from the auditor is an indicatof earnings management through
accounting choices or operational decisions.

4 RESEARCH METHODOLOGY
This section presents the econometric models useédha sample studied.

4.1 Econometric Models

We investigate hypothesis H1 by employing the modieVeloped by Anderson,
Banker and Janakiraman, as presented in Zang (208&yation (1):

Log[%j =a, + azLog(%J + a3Log(%jxD$ + a4Log(%j +

1)
aSLog[%JxDS_l + &

-2

Where:

SG&A: = selling, general and administrative expenseg®ar t;

S = net sales revenue in year t;

DS = a dummy variable indicating the behavior of sees revenue, which is 1 when
$< S.1, and 0 otherwise.

In this model, the coefficients, ando, are expected to be positive because changes in
SG&A normally accompany sales (S); the coefficienis expected to be negative because
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be positive, reflecting reversion of SG&A over thag run.

The residual of equation (1) represents the abrodenel of the transaction
(Ab_SGA), indicating companies that manipulate aotimg figures through operational
decisions related to selling, general and admatis® expenses. The residual of equation (1)
is in logarithmic form, so it is necessary to tfans it, as suggested by Zang (2005, p. 9,
footnote 8) — equation (2):

Ab_SGA = {Exp[Log(SGA/SGA.1)] - EXp[LOg(SGA/SGA.1) —
residual of Log(SGASGA.1)]} SGA.1 (2)

This residual is then multiplied by -1 and dividedthe value of the firm’s total assets
in the previous period (A).

From a technical standpoint, the greater the valtieAb_SGA, the higher the
probability that the firm is reducing its sellingeneral and administrative overhead to
increase its profit. In other words, companies witisitive Ab_SGA are likelier to be making
operational decisions to increase their income)eniiose with negative Ab_SGA are doing
the same to decrease their income.

We investigate hypothesis (H1b) by using the matileloped by Roychowdhury,
again as presented in Zang (2005) — equation (3):

Prod _ 1 ra, S +03ASI +a4ASt‘l+gt

As A, Aa A4 Al

Where:

Prod = COGS + Alnventorieg

Prod = Production costs in year t;
COGS = Cost of goods sold in year t;
S = net sales revenue in year t;

AS = S-S

3)

All the coefficients are expected to be positivecduse the higher a firm’s sales are,
the greater its production costs will be.

The residual of equation (3) represents the levielalmnormal production costs
(Ab_Prod), indicating that the firm is manipulatiegrnings through operational decisions
related to the level of production. An abnormalr@ase in production should reduce unit
production costs, given that fixed costs would strithuted over a greater number of units.
As long as the reduction in fixed overhead per imitot exceeded by the marginal cost per
unit, the total cost per unit will fall. This sitiilan would lead to a lower cost of goods sold,
affecting the earnings in the period.

The model also serves to detect possible manipulatly increasing sales through
abnormal discounts. This functionality allows appiythe model to any type of firm, whether
engaged in manufacturing, services or commerca;gaged by Roychowdhury (2005).

In this context, a positive Ab_Prod indicates ahbig probability that the firm is
managing its earnings to increase income, whileegative Ab_Prod indicates a higher
probability that it is doing the same to decre&séncome.

To analyze the hypothesis (H2) it is first necegsaridentify discretionary accruals.
We do this by applying the KS model, formulateddsng and Sivaramakrishnan (1995) —
equation (4).
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A-ﬁt =¢o +¢1x[a—1XRe(ﬁ] +¢2X[52XEXP] +¢3x[53 prﬁ T & 4)

Where:

Ta; = Total accruals =ANWC — depreciation and amortization);

Rey; = Net revenue;

Exp: = Operational costs and expenses before depatiatid amortization;

NWC= Net working capital, excluding cash and caghivealents and short-term loans;
FA; = Fixed assets;

01 = ARi't.]_/Re\{t , 00 = (CGL — CFR,t.l)/EXp,t.l € 03 = Dep[t.]_/FAi't.]_;

AR; .1 = Accounts receivable in period t-1;

Depr; = Depreciation and amortization expenses in period

TAi ,ReVi ,Exp: and FA; are computed in terms of Total Assets at t-1;JA

The discretionary accruals (Ab_Acc) are computedhasresidual of equation 4, as
follows — equation (5):

Ab_Acg = AT~{ ¢, +¢,x[0, Re ] +¢,x[5, xExi} +4,x[0; xPRE } (5)

Conceptually, a positive value of Ab_Acc meansftim is managing its earnings to
increase them, while a negative value means iisgdso to reduce them.

4.2 Research Sample and Estimates of the Earnings Management Proxies

Our sample consists of Brazilian firms with shamesled on the S&o Paulo Stock
Exchange (BOVESPA) — except financial institutiared insurance companies — with data
available for 2004 and 2005 in the Economaticalieste. However, to verify the effect of the
empirical proxies of earnings management, we workitl data covering 1998 to 2004, also
as available in the Economatica database.

Because of the restrictive nature of the modelsti(paarly the KS model), which
require information covering at least three presiperiods, our final sample was restricted to
315 firms, for an initial total of 1591 observat®orffirms/year). We performed all the
statistical treatment of the data in Excel and SPB&ble 1 presents the results of the
regressions estimated for equations 1, 3 and 4.

The models to estimate “normal” levels of operatexgpenses and production costs
were computed in cross-section by sector for theogefrom 1998 to 2005. The values
reported represent the average coefficients bettveeimdustry-year and the t-statistics of the
standard errors, according to the procedure degdldyy Fama and Macbeth (1973). The
regressions by sector are an essential requirefoethe quality of the estimates, given the
specificities of each industry. Because of the needork with sectors, it was necessary to
exclude those without sufficient data for a robresiression. In this context, we excluded
from the analysis firms engaged in the softwareettgyment and data processing sectors. Our
definition of sectors followed that establishedEpponomatica.

To calculate the empirical proxy for earnings mamagnt by accruals, we estimated
the KS model using instrumental variables, with ihéependent variables lagged by one
period as the instruments. Calculation of a regpass two stages with instruments is a
requirement to deal with the problem of simultayiesince in the estimation of traditional
accruals models (Jones and modified Jones), betkxplanatory and explained variables are
determined together, this causes autocorrelatiobl@ms that bias the results.
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Table 1 - Forecasting abnormal production, abnormabperational expenses and discretionary accruals

Lod SG&A Prod,
SG& A, Ay TA
Intercept 0,019 1 948,545 Intercept 0,011
(1,385) A (1,159) (0,337)
Lod S 0,454~ s 0,795 © 31 X Reg 0,093 ”
9s. (4,332) A, (65,681) (2,144)
Log( s JxDS -0,214 AS 0,074~ 82 X Expy 0,148
4 (3,080) AL (2,458) 8,475
Lo S 0,075 " AS., 0,053 " 33X PPE -1,206
‘{sTj (1,553) AL (1,863) (-1,923)
Lod S ) 0,271 °
°9 g, JP% (2,064)
R® Adjusted 45,40% 98,10% 9,80%
N. Observ. 18 sectors 18 sectors 91¥Bm/year
F Test N.A. N.A. 40,671*
Procedure: Fama&McBeth Fama&McBeth Instruraeviair
Sector Sector Panel Data

** Sig1% *Sig5% N.A. - Not applied

The statistics from the regressions in general gldogood results, comparable with
those reported in the works of Gunny (2005) andgZ@®05). From the inferred coefficients
it was possible to identify for each company-yder levels of abnormal selling, general and
administrative expenses (Ab_SGA), abnormal prodactxpenses (Ab_Prod) and abnormal
discretionary accruals (Ab_Acc).

5 RESULTS OF THE ANALYSES

5.1 Analysis of the Differences of Means of the Companies in the Corporate
Governance Special Listing Segments versus Other Firms

We first carried out tests to verify the differenicetween the empirical proxies of
earnings management and of companies listed inBinespa’s Corporate Governance
Special Listing Segments (CGSLS), on the one hand,between earnings management and
firms with shares traded in either Levels 1 or 2h@ Novo Mercado segments of the Bovespa
on the other hand. Table 2 shows the main results.

Panel A indicates that the companies are differeaverage terms in all the empirical
proxies for earnings management, both those basescoounting choices and operational
decisions. Firms listed in the Bovespa’'s Corpofateernance Special Listing Segments
(CGSLS) manage earnings less both through accauatioices and operational decisions.

In Panel B we performed parametric tests of diffeess of means to check whether
these are consistent. These tests showed thatiffieeedces between companies in the
Bovespa’s Corporate Governance Special Listing 8atggn(CGSLS) and other companies
are significant only for earnings management thhoagcounting choices. For the other
metrics, the differences are not significant.

In Panel C we applied the Mann-Whitney nonparamdtst of the difference of
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earnings management by discretionary accruals (atiog choices).

Table 2 - Differences of means - Empirical proxieof earnings management Bovespa’'s Corporate
Governance Special Listing Segments (CGSLS) vs othfgdgms
Panel A: Statistics

Stand.
Bovespa N Mean Dev. | Mean Error
Abs_Acc Other firms 189 ,087 211 ,015
CGSLS 81 ,055 ,055 ,006
Abs_Prod Other firms 189 ,101 ,160 ,012
CGSLS 8(Q ,075 ,119 ,013
Abs_SGA Other firms 189 ,009 ,015 ,001
CGSLS 80 ,008 ,021 ,002
Panel B: Parametric Tests
t-test for equal means
Levene’s Test
Sig. (2- Mean | Stand. Dev,
F Sig. t df tailed) | Difference | Difference
Abs_Acc Equalsc® 2,516 ,114| 1,353 268,000 177 ,032 ,024
Non Equab® 1,950 238,423 ,052 ,032 ,016
Abs_Prod Equalo® 3,384 ,067| 1,297 267,000 ,196 ,026 ,020
Non Equab® 1,455 196,485 ,147 ,026 ,018
Abs_SGA Equals® ,073 ,787 ,508 267,000 ,612 ,001 ,002
Non Equab® ,455 118,747 ,650 ,001 ,003
Panel C: Non Parametric Tests
Abs Acc | Abs_Prod Abs SGA
Mann- 6614,000 7162,000 6634,000
Whitney U
Wilcoxon 9935,00Q 10402,000 9874,000
w
z -1,770 -,683 -1,589
Asymp. ,077 ,495 , 112
Sig. (2-
tailed)
Notes
Abs_Acc:  Absolute value of Discretionay Accruals
Abs_Prod: Absolute value of Abnormal Production

Abs_SGA: Absolute value of Abnormal Selling, Geharad Administrative
expenses

Therefore, the statistics indicate that being disfer trading in the Bovespa's
Corporate Governance Special Listing Segments (S}&loes reduce the propensity to
manage earnings through accounting choices, bdbes not discourage doing so through
operational decisions.

5.2 Analysis of the Differences of Means Between Companies Audited by One
of the Big Four and Those Audited by Other Firms

To check whether being audited by one of the BigrR®duces the propensity to
manage earnings, we again tested the difference®ans. The results are presented in Table
3. The results of Panel A show that companies eddiy the non-Big Four firms have higher
averages in all the empirical proxies for earninggagement by accounting choices and by
operational decisions as well. The results of P&nshow that companies audited by the Big
Four are less likely to manage earnings only thinoagcounting choices. And based on the

came nannaramatrir tacte thoa raciilte Aaf Danalnfirimmthat Anlhvy aarninAace mMmananamaoant hyy,
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accounting choices is discouraged by being audhyeohe of the Big Four.

Table 3 - Differences of means - Empirical proxiesf earnings management Non Big4 vs. Big4
Panel A: Statistics

Stand. Mean

Auditor N Mean Dev. Error
Abs_Acc Non Big4 52 ,160 ,386 ,054
Big4 207 ,058 ,053 ,004
Abs Prod Non Big4 52 , 102 , 116 ,016
Big4 206 ,086 ,132 ,009
Abs_SGA Non Big4 52 ,012 ,021 ,003
Big4 206 ,008 ,016 ,001

Panel B : Parametric Tests

t-test for equal means

Levene’s Test

Sig. Mean | Stand.Dev,
F Sig. t Df (2-tailed) | Difference | Difference
Abs_Acc Equals® 25,437 ,000 3,658 257,000 ,000 , 101 ,028
Non 1,887 51,489 ,065 , 101 ,054

Equab®
Abs_Prod EquaI02 1,042 ,308 ,821| 256,000 412 ,016 ,020
Non ,884 87,031 379 ,016 ,019

Equab®
Abs_SGA Equalcz 7,321 ,007 1,699 256,000 ,090 ,005 ,003
Non 1,490 68,420 , 141 ,005 ,003

Equab®

Panel C: Non Parametric Test

Abs_Acc | Abs_Prod| Abs_SGA
Mann- 4043,000 4852,000 5050,000
Whitney U
Wilcoxon 25571,000 26173,000] 26371,000

-2,774 -1,049 -,637

Asymp. Sig. ,006 ,294 ,524
(2-tailed)
a. Grouping Variable: Auditing
Notes

Abs_Acc: Absolute value of Discretionay Accruals

Abs_Prod: Absolute value of Abnormal Production

Abs_SGA: Absolute value of Abnormal Selling, General and Auistrative
expenses

The statistics therefore indicate that auditinghmy Big Four reduces the propensity to
manage earnings by accounting choices but not byatipnal decisions.

5.3 Analysis of the Difference of Means of Companies Obtaining Qualified
and Unqualified Auditor’s Opinions

The results of the analysis of whether a qualifeadditors’ opinion indicates a
propensity to manage earnings either through adow@inhoices or operational decisions are
shown in Table 4.

Panel A shows the averages of the empirical easnimgnagement proxies for
companies that received qualified an unqualifiethiops from the auditor. According to the
results, companies receiving an opinion with reséons (qualified) have higher average
proxy values, indicating they manage earnings bibiftough accounting choices and
operational decisions more than do companies recgia clean bill of health from their
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Table 4 — Difference of Means- Empirical Proxies oEarnings Manangement Qualified and Unqualified
Auditor’s Opinions
Panel A: Statistics

Stand. Error

Opinions N Mean Dev. Mean
Abs_Acc Unqualified 235
0,074 0,187 0,012
Qualified 35
0,101 0,110 0,019
Abs_Prod  Unqualified 234
0,083 0,132 0,009
Qualified 35
0,158 0,224 0,038
Abs SGA  Unqualified 234
0,008 0,016 0,001
Qualified 35

0,012 0,022 0,004

Panel B: Parametric Test

t-test for equal means

Levene’s Test

) Stand.
Sig. Mean Dev,
F Sig. t df (2-tailed) | Difference| Difference
Abs_Acc Equalcs2 ,144 ,705 -,824| 268,000 411 -,027 ,032
Non -1,200 67,598 ,234 -,027 ,022
Equab?®
Abs_Prod Equalc® 9,689 ,002 -2,782| 267,000 ,006 -,074 ,027
Non -1,910 37,621 ,064 -,074 ,039
Equab?®
Abs_SGA Equalcs2 6,747 ,010 -1,437| 267,000 ,152 -,004 ,003
Non -1,127 39,397 ,266 -,004 ,004
Equab®

Panel C: Non Parametric Test

Abs_Acc | Abs_Prod Abs SGA
Mann- 2996,000 3016,000 4038,500
Whitney U
Wilcoxon W | 30726,00Q 30511,00Q 4668,500
Z -2,592 -2,5615 -,132
Asymp. Sig. ,010 ,012 ,895
(2-tailed)
a. Grouping Variable: Opinion without and with resgions
Notes
Abs_Acc:  Absolute value of Discretionay
Accruals
Abs Prod: Absolute value of Abnormal
Production
Abs_SGA: Absolute value of Abnormal Selling, Geslemd Administrative
expenses

As for the other hypotheses,Fanel Bwe applied parametric tests of the difference of
means. The results suggest that companies receingegrvations are not necessarily
managing earnings through accounting choices nggeeasively than those receiving a clean
opinion. However, on the operational side of thmcthe results were significant for earnings
management by altering production costs, but nghifitant for earnings management
through choices on other operating costs.

Panel Cpresents the results of the nonparametric testmuestina that companies
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receiving a auditors’ opinions without and with emstions differ in their propensity to
manage earnings by both accounting choices andibmeal decisions.

5.4 Correlation Analysis

Table 5shows the pairwise Spearman correlations betweenvéhniables and the
statistical significance in each case.

Table 5 - Correlation Analysis

CGSLS| Auditing| Qualified | Abs_Acc | Abs_Prod Abs_SGA
Spearman'sCGSLS  Coeff Correl 1,00( =0 -,036 -,108 -,042 -,097
rho Sig. (2-tailed) ,000 ,555 ,077 ,496 ,112
Auditing  Coeff Correl 297 1,000 WSS 173 -,065 -,040
Sig. (2-tailed) ,000 ,000 ,005 ,295 525
Qualified  Coeff Correl -,036 2537 1,000 158 54 -,008
Sig. (2-tailed) ,55% ,000 ,009 ,012 ,896
Abs_Acc  Coeff Correl -,108 i 1587 1,000 ,092 2627
Sig. (2-tailed) 077 ,005 ,009 ,132 ,000
Abs_Prod Coeff Correl -,042 -,065 1547 ,092 1,000 A48
Sig. (2-tailed) 496 ,295 ,012 ,132 ,021
Abs_SGA Coeff Correl -,097 -,040 -,008 2627 141 1,000
Sig. (2-tailed) 112 525 ,896 ,000 ,021

**_Correlation is significant at level of 0.01 (2ailed).
*, Correlation is significant at level of 0.05 (&ied).
Notes
Abs_Acc: Absolute value of Discretionay
Accruals
Abs_Prod Absolute value of Abnormal
: Production
Abs_SGA Absolute value of Abnormal Selling, General and Aaistrative
: expenses

The analysis of the correlations between earningsagement by operational
decisions and accruals shows a positive and sigmifirelation for Abs SGA and Abs_Acc.
This implies that in the general sample, when apamy is managing its earnings through
manipulation of selling, general and administratexpenses, it is doing so in the same
direction through accruals. For the sample as aleytibere was not significant correlation
between Abs_Prod and Abs_Acc.

For the Corporate Governance Special Listing Setghesmriable, there is a strong
positive correlation with Auditing, indicating thatompanies listed in the Corporate
Governance Special Listing Segments generally adited by one of the Big Four firms.
Both the Auditing and Corporate Governance Spddsting Segments” variables have a
strong negative correlation with Abs_Acc, suggestimat companies audited by one of the
Big Four engage in less earnings management byuating choices. There is also a strong
negative correlation between the Auditing varialded receiving an opinion with
reservations, indicating that companies auditedthimy Big Four tend to receive fewer
reservations.

There is a positive and significant correlationwesn receiving an opinion with
reservations and both Abs_Acc and Abs_Prod. Theselts indicate that companies
receiving reservations tend to manage earningsi¢fw@accounting choices more actively, as
well as being more likely to manage earnings thhooigerational decisions linked to the level
of production.
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5.5 Multivariate Analysis

To check the nature of the relations between thmbigs, we performed regressions
seeking to observe the behavior of the earningsagement proxies in function of the various
explanatory variables. We developed a linear resgvasmodel, expressed in the following
form:

Abs_ Acc= 5, + B, CGSLS 5, Auditing 5, Qualifie 3, Ab®r ,eds. Abs S€ (6)

BVarrog + 5, Debt/ Assefs 5. Pr ick Bopke,

Abs_SGA=fA,+fB CGSL$B, AudiingB, Qualifiedd, A®Rr  of. Abs Aec (7)

Abs_Prod=f,+ 3 CGSLS 3, Auditing 3, Qualifieds, Abs pAe@, Abs SaA (8)

Where:

Abs_Acg= absolute value of discretionary accruals in year

Abs_Prod.= absolute value of abnormal production in year

Abs_SGA; = absolute value of abnormal production in year

CGSLS;.= dummy variable Corporate Governance SpecialigsBegments yeart;
Auditing ;= dummy variable for “Big Four” Auditing firm in yat;

Qualified.= dummy variable for Qualified opinion in ye&ar

Varroa, = variation of return on assets in y¢ar

Debt/Asset = Debt /Total Assets in ye#&r

Price/Book; = Price/ book value of shares in year

Interaction Variables were not added to the mobetause when this was done it
showed high multicollinearity. This fact can be kxped by the strong relationship between
some of the explanatory variables and some ofrttezactions.

Table 6 presents the results of the model seekirgxplain the behavior of Abs_Acc.
The regression has reasonable statistics, in whilonly statistically significant variables are
Auditing and Abs_Prod. The other variables, palidy the control variables utilized, are not
statistically significant.

Table 6 - Regression Model for Abs_Acc

Standards
Coefficients Coefficients
Model B Std. Error Beta t Sig.
6 (Constant) , 112 ,021 5,443 ,000
CGSLS -,009 ,015 -,043 -,596 ,552
Auditing -,059 ,020 -,232 -3,014 ,003
Qualified ,019 ,021 ,068 ,942 ,347
Abs_Prod ,087 ,050 124 1,752 ,081
Abs_SGA ,035 ,380 ,006 ,093 ,926
Varroa ,009 ,016 ,040 ,574 ,566
Debt/Assets ,00D ,000 ,027 ,368 , 713
Price/Book -,001 ,001 -,040 -,586 ,558
a. Dependent Variable: Abs_Acc
Adjusted R
Statistics R R Square Square Forecast Errpr F Sig.
Model 6 ,322 ,104 ,067 ,095207 2,806 ,006

These results suggest that companies audited byobttee Big Four have a lower
propensity to manage earnings (t= -3.014). Likewisas_Acc is positively correlated with

Ahe DPDrad whirh indicatae that manane aarninnaiitbhrmcececeniintinAa chnicae alen A thie hy
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operational decisions in the same direction.

The signs estimated for the Corporate Governaneei8lpListing Segments” variable
indicate that companies listed in this segment alonecessarily manage their earnings less.
On the matter of receiving a qualified opinion frauditors, although the sign indicates a
tendency to increased earnings management by aowgurhoices, this is not significant
enough to permit claiming that it is an indicatdr earnings management by accounting
choices.

For the regression analysis to explain Abs_SGA favmulated the model shown in
Table 7, which through satisfactory statistics idfess a positive and significant relation
between Abs_Prod and Abs_SGA. With respect to theraol variables utilized, only the
Corporate Governance Special Listing Segments esdtiee propensity of manage earnings
by operational decisions with a level of significadower than 10%. The Auditing variable,
although negative, does not reach the normal sigm€e benchmark, at 10.6 %. The
correlation between the Abs_SGA variable and récgivan auditors’ opinion with
reservations is in the expected direction, but el¥1.8% significance.

Table 7 - Regression Model for Abs_ SGA

Standards
Coefficients Coefficients
Model B Std. Error Beta t Sig.
7 (Constant) ,008 ,002 4,280 ,000
CGSLS -,003 ,002 -,140 -1,743 ,083
Auditing -,003 ,002 -,140 -1,628 ,106
Qualified ,004 ,002 , 130 1,572 ,118
Abs_Prod ,02( ,006 ,268 3,366 ,001
Abs_Acc -,001 ,003 -,034 -, 427 ,670
a. Dependant Variable: Abs_ SGA
Adjusted R
Statistics R R Square Square Forecast Errpr F Sig.
Model 7 426 ,182 ,153 ,008570 6,219 ,000

Finally, Table 8 presents the results of the regoesto explain Abs_Prod. Only
receiving an opinion with reservations is signifitao detect earnings management by
operational choices related to production. Listingthe Corporate Governance Special
Segments, although having a correlation in the ebege direction, is not sufficiently
significant. This suggests that being listed fading in the Corporate Governance Special
Listing Segments and being audited by one of tlgeMgiur firms is not a guarantee of lower
propensity to manage earnings through operatioeeistns involving selling, general and
administrative expenses.

Table 8 - Regression Model for Abs_Prod

Standards
Coefficients Coefficients
Model B Std. Error Beta t Sig.
8 (Constant) ,079 ,034 2,324 ,022
CGSLS -,029 ,023 -,105 -1,240 ,217
Auditing -,001 ,033 -,002 -,021 ,983
Quialified ,057 ,034 ,148 1,696 ,092
Abs_Acc , 163 ,104 ,129 1,573 ,118
Abs_SGA 713 ,863 ,072 ,826 ,410
a. Dependent Variable: Abs_Prod
Adjusted R
Statistics R R Square Square Forecast Errpr F Sig.
NMAAdal Q 7)) N7 nA9 19Q1 A D 299 NAA
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Although not shown in the tables, to further chéekrobustness of the statistics of the
models estimated (besides adjusteq, Rve performed the following additional statistica
tests:i. Jarque-Bera (JB) normality test, whichidated that the residuals are normally
distributed; ii. Breusch-Godfrey (BG) test, whidiosved no autocorrelation of the residuals;
iii. Variance inflation factor (VIF) testes, whialuled out the presence of multicollinearity,
that would biased the results.

6 CONCLUSIONS

In this work we investigated if listing in the Camate Governance Special Listing
Segments, being audited by one of the Big Fourtardexistence of a qualified auditors’
opinion are indicators of earnings management mpwting choices and by operational
decisions.

The results of the univariate analysis, subjegvamametric and nonparametric tests of
the difference of means, indicate that Corporatee@umance Special Listing Segments and
auditing by the Big Four assure a lower propengitynanage earnings through accounting
choices and the presence of an opinion with retens is an indicator of earnings
management by accounting choices. With respect dmirggs management through
operational decisions, listing in the Corporate &aance Special Listing Segments, auditing
by one of the Big Four and receiving an opinionhwieservations are not statistically
significant variables, so other instruments mustsbeght to minimize the practice of
operational earnings management.

The multivariate analysis confirmed in part theultss of the univariate analysis,
indicating that the Big Four Auditor in general ued the propensity to manage earnings
through accounting choices, but do not have theesaiffiect for operational earnings
management. The results also showed that earnirgggement by operational decisions
linked to expenses are influenced in the expectegectibn for companies listed in the
Corporate Governance Special Listing Segments,nbtitby the existence of a qualified
opinion from auditors. Finally, for operational é&ons linked to production, the existence of
a qualified opinion is a signal of earnings managem

One of the negative consequences of earnings maeagas increased information
asymmetry, because this behavior masks the compaewl financial situation. Users of
accounting information (investors, regulators, shatders and analysts) can make decisions
based on financial statements that do no depiatethlesituation.

The problem of earnings management is that it aesutige risk perception of investors.
If a firm manages it earnings upward, investors el led to believe the firms is doing better
than it really is. Firms can also manage earnirgygnivard, to soften the volatility of returns
and perhaps “save for a rainy day” so to speak,mga&n upwards adjustment easier in the
future. The upshot is that the earnings and otiman€ial figures reported, while certainly
having informational value, cannot be interpretetheut a grain of salt. A case-by-case
analysis is necessary to determine whether a irmanaging its earnings, and how and in
what direction.

One of the difficulties of this type of researchthe lack of available data to estimate
discretionary accruals and the empirical proxiesarhings management through operational
decisions. Another critical factor that influencasalysis of earnings management is the
heterogeneity of the sample, for instance if coregosf commercial firms and financial
institutions, which can cast doubt on the results.

While we believe the results demonstrate a stadiltyi significant association between
corporate governance practices on the one hancgamings management on the other, we
cannot rule out the possible endogeneity betweguocate governance practices and earnings
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Still, the findings presented in this paper are onignt to clarify points still not
conclusively resolved in the international and Hraaz literature. Good practices in corporate
governance play a useful role in monitoring firnmsl @nhancing transparency. In the final
analysis, the conclusions of this paper are importa shed light on the role of corporate
governance practices, by inhibiting pernicious gy®management.
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