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Abstract:

Bankruptcy is one of the most important business externalities. Prediction of corporate failures has
become a challenging and discussed issue over the years. However, there is no research dedicated
to the opportunity to hide the possible bankruptcy of the company through the creative accounting.
Therefore, the main goal of presented study is to identify the challenging scientific gap represented
by Earnings management models, through which companies can legally modify, hide and play with
their financial data. We focus on the proper literature review in selected issue emphasizing the need
to concentrate on the creation of a quality model for the detection and quantification of Earnings
Management, which will take into account the specificities of the national environment as well as of
the global development trends in the area concerned.
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1 Introduction

Earnings management (EM) is one of the most challenging, debated, controversial and at
the same time the most promising topics in finance and financial management. As it
follows from the term itself, the subject is a profit, which presents a source of valuable
information needed for the future decision making of the users of the financial statements
in order to achieve stable and predictable financial results. However, the informational
value of earnings becomes questionable at the moment, when we realize, that managers
of companies (or other internal employees) have not only the motivation but also the
possibility to implement, to a certain extent, their own judgements and subjective
estimations in the process of the preparation of financial statements, which in order to
satisfy their own needs or the corporate needs lead to an opportunistic management of
the reported earnings.

When implementing own judgments and subjective estimations we always mean their
strict legality, i.e. we emphasize the legality of EM. Earnings management is specified
within the legal framework, but we cannot deny the fact that it includes creative
accounting techniques that can present the financial situation and performance of an
enterprise according to the management visions and not according to the needs of the
users of financial accounting statements.

We decided to illustrate the undoubted topicality and perspective of EM by the
guantification of the worldwide scientific community interest in the subject matter in the
form of a development of the number of scientific articles, monographs, and reviews in
the two most important scientific databases Web of Science and Scopus (Fig. 1).

Figure 1: Number of articles dedicated to the issue of Earnings Management
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Source: self processed according to Web of Science and SCOPUS

From the graph, the growing interest of the scientific community in EM is obvious.
Together in the databases there are 1068 (Wo0S) and 1579 (Scopus) scientific articles,
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monographs, and reviews dedicated to the issue of EM. Nevertheless, it is still difficult to
provide a uniform definition of EM, proven by the fact that the authors of various
professional studies very often perceive EM differently. The main reasons of the lack of
consensus in the views of the EM lie in its inconsistency, ambiguity and problematic
measurability. Studies focused on EM detection and measurement are often based on
discretionary accruals and use models that estimate the discretionary portion of reported
earnings, starting with simple models that match discretionary accrual with total accrual to
more sophisticated models that try to divide the total accrual into discretionary and non-
discretionary parts. However, there is no systematic evidence of the relative performance
of these models to detect EM.

2 Literature review

For the first time in history, the term EM was used by Hepworth (1953) in the article
"Smoothing periodic income" in which he described the smoothing of periodic income.
The author documented several tactics, for instance how to balance revenues through
specific accruals that can be used to transfer net earnings to subsequent accounting
periods. But he did not determine only the ways that could detect the shift of earnings
itself. First ways to detect EM in an enterprise are based on data- based graphical
methods arranged in time series. Let us mention the authors Gordon (1964); Dopuch and
Drake (1966); Archibald (1967).

Gordon, Horwitz and Myers (1966) were the first authors to use mathematical modelling
to test earnings smoothing. The authors chose investment credit as a variable to test
whether the companies are trying to smooth earnings. They searched if the accounting
rules were correctly chosen and led to: (i) adjusting the relative change in earnings per
share to the average values in industry; or (ii) adjusting earnings per share to normal
values; or (iii) adjusting return on equity.

Copeland (1968) attempted to use more than one variable in the empirical testing of the
existence of EM by means of an additional review of financial statements and / or reports
meant for government institutions. For each period, the total balanced earning was
defined as the sum of net earnings from the previous period, provided that at least three
consecutive periods were considered. White (1970) applied in his study alternative tests
using the ten-year time series of earnings values. He included a number of various
dependent variables in the tests and for the first time used regression as a method to
detect enterprises that smooth earnings.

Beidleman (1973) was the first author, who empirically proved the existence of earnings
smoothing in conditions of American companies. He argued that traditional techniques of
time series decomposition can be used to distinguish the trend component from the
cyclical and random components which are subjects of the earnings smoothing process.
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3 Earnings management models

The difference between the actually observed and normal earnings is a cyclic and / or
random component and it can be used to test the existence of EM. In his holistic
research, Healy (1985) used the average total accruals for the first time to estimate the
discretionary accruals, and therefore to estimate earnings management. He concluded
that the accrual policy of managers is related to the incentive bonuses embedded in their
contracts, and therefore the change in accounting procedures is associated with a
modification of the bonus payment plan.

DeAngelo (1986) deepened the model of Healy of an accrual from the previous period.
The model does not assume the existence of non-discretionary accruals in the current
period and uses non-discretionary accruals from the previous period. McNichols and
Wilson (1988) improved the model of DeAngel by capturing the discretionary accruals as
a rate of EM, instead of total accruals used by Healy and DeAngelo.

We consider the approach of Jones (1991) to be notable, as it explored EM using two-
step models during the government import relief investigation in the USA (article
‘Earnings Management During Import Relief Investigations” is the most cited scientific
article devoted to the issue of EM with 1435 responses). She used an enterprise-specific
model based on data from at least 14-year time series. Her model quantified normal total
accruals, i.e. non-discretionary accruals in "estimation period" from the accounting
statements and used them to calculate the coefficients. The same model in "event
period", i.e. in the time where the occurrence of EM is expected, quantified the expected
non-discretionary accruals using the obtained coefficients.

Discretionary accrual, representing the residue, i.e. a prediction error, is calculated as the
difference between the current total accruals found in the financial statements and the
expected non-discretionary accruals. Later, many other authors attempted to modify the
original Jones model in terms of adding new variables or removing or modifying the
original variables. For example, Dechow, Sloan and Sweeney (1995) modified the original
Jones model by completing the year-on-year change in receivables, and thus eliminating
the error rate of discretionary accrual estimates.

Key (1997) added to the original model a modification in the form of a new variable -
intangible assets - which was justified by the expected relation between intangible assets
and depreciation, which are one of the components of non-discretionary accruals. Jeter
and Shivakumar (1996) included CF of operating activity in the model as a non-
discretionary component of EM to improve the specification of the original model in case
of its usage to measure EM in enterprises with extreme CF. Kasznik (1999) included in
his model an explanatory variable - changes of cash flow.

McNichols (2002) continued to modify the original Jones model by adding CF of the
previous, current and future periods. Dechow, Richardson and Tuna (2003) included 3
innovations in the original model: division of discretionary and non-discretionary accruals
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within receivables, addition of the accrual from the previous period and addition of a
variable controlling the growth of revenues. Kothari et al. (2005) presented a modification
of the original Jones model, which lied in consideration of ROA in order to regulate the
performance of an organization.

Authors, who decided to use cross-sectional abnormal accruals instead of data arranged
in time series to detect EM, were, for example, DeFond and Jiambalvo (1994) and
Subramanyam (1996). Kang and Sivaramakrishnan (1995) applied the approach of
instrumental variables and the generalized method of moments instead of the least
squares method. Peasnell, Pope and Young (2000) presented an alternative model to
estimate abnormal accruals, known as the Margin Model, which applied cross-sectional
data to mitigate the weaknesses of Jones model.

Degeorge, Patel and Zeckhauser (1999) in their research focused on exceeding the limit
values: (i) exceeding the positive threshold of the reported earnings, (i) maintaining the
current value and (ii) confirming the expectations of authors who used the simulated
distribution of the reported earnings. Beneish (1999) constructed a model that uses (in
two alternatives) 5 or 8 variables to determine so called M-score. Variables are indices,
i.e. they compare two consecutive periods and on the basis of the M value it is possible to
detect the presence of EM.

Hoglund (2012), due to inadequate results of existing "classical" models using the linear
approach, applied an alternative way of dealing with the non-linearity of accrual
processes by the application of artificial neural networks and artificial intelligence to
detect and manage EM. A year later, Hoglund (2013) decided to solve the problem by
means of evolutionary and genetic algorithms.

4 Discussion

The development genesis of methods for the detection, measurement and management
of Earnings Management is illustrated in the following diagram (Fig. 2). The genesis of
the development of approaches and methods used to detect and quantify EM in the
diagram ends in 2013, which does not mean that the research in this field has
deteriorated. Vice versa, it has accelerated, but the research is mainly on older significant
studies and characterized by atomization of a coherent ideological development. This
state is counterproductive in the context of the holistic research in the field of finance and
financial management.
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Figure 2: The development genesis of methods for the detection, measurement and
management of Earnings Management
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Based on the above mentioned there is the declared need to consider the specificities of
the Slovak Republic in the context of the formation of a complex model of detection and
quantification of Earnings management.

Furthermore, we argued by a clear increase in the worldwide scientific community interest
in the issue of Earnings Management, expressed by a number of scientific articles,
monographs and reviews in two most important scientific databases Web of Science
(1068) and Scopus (1579). The degree of originality, in the opinion of the research team
even the necessity, is illustrated by the absolute and relative share of the countries of
origin of the authors of the presented issue. The United States Scientific Community (426
WoS and 615 Scopus) is an absolute leader in the issue representing 39.89% in WoS
and 38.95% in Scopus, followed by China (268 WoS and 182 Scopus) in relative
numbers 25.09% WoS and 11.53% Scopus, third is Taiwan (70 WoS and 93 Scopus),
which is in relative terms 6.55% in WoS and 5.89% in Scopus. The surprisingly low
interest of the scientific community from the countries of the European Union as a whole
is striking (156 WoS and 214 Scopus), which is in relative terms (14.61% WoS and
13.55% Scopus). Given that the EU is the second largest world economy in terms of the
GDP volume, it could be expected that the interest in such a current issue will be
significantly greater. Even more dramatic is the extent of non-interest of the scientific
community in the presented issue in transition economies of the European Union (17
WoS and 11 Scopus), which is in relative terms (1.59% WoS and 0.7% Scopus). It will
probably not be surprising that there has not been any scientific output in significant
databases from Slovakia, yet!!!

The subject of discussions on the suitability of the application of foreign EM detection and
guantification models is whether the model formed on the basis of data characterizing the
enterprises of one country can be successfully used in other countries. The validity of the
subject question multiplies the possibility of an easy implementation in transition
countries, in countries that still show a significant degree of differentiation from developed
market economies after nearly thirty years of transformation.

5 Conclusion

Synthesizing the above mentioned, we define the unknown possibility for hiding potential
of company’s bankruptcy. As there is not a lot of scientific researches dedicated to the
issue of Earnings management we have defined significant gap, which is important for
future research. So in future research we will concentrate on the creation of a quality
model for the detection and quantification of Earnings Management, which will take into
account the specificities of the national environment as well as of the global development
trends in the area concerned. The proposed solution concept reflects the current state of
knowledge in the field of Earnings management and is capable of filling in an identified
scientific-research gap, which is considerably evident in conditions of the Slovak Republic
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and other transition economies due to the impact of the acceleration of globalization,
internationalization and interdependence.

Synthesizing the lack of application practice of Earnings management in the Slovak
Republic as well as the inappropriateness of the application of foreign models without
prior consideration of the specificities of the national environment, the detection of
significant endogenous and exogenous quantitative and qualitative input variables of the
Earnings management model in the specific conditions of SR becomes an imperative of
achieving of the sustainable development.
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