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Abstract

This study investigates the impact of the costs associated with real activities
manipulation and accrual-based earnings management, on the trade-off between
them to achieve the targeted earnings, as well as the effect of financial leverage
on this trade-off. The study is using the data of non-financial Saudi companies
during the period from 2003 to 2019. The costs of real activities manipulation are
the market share and financial health of the company at the beginning of the
period, while the costs of accrual-based earnings management is the cost of
external scrutiny, measured by the external auditor type and the length of their
relationship with the client, and the accounting flexibility, measured by net
operating assets and the operating cycle. Simultaneous equations models were
used in the statistical analysis.

The study found that Saudi companies use both methods in a substitution
manner. The market share, external auditor, and the operating cycle led to an
increase in reliance on both methods, while the financial health led to a reduction
in reliance on both methods. The length of the auditor's relationship with the
client led to the same effect. The external auditor and financial leverage
increased reliance on accrual-based earnings management and reduced reliance
on real activities manipulation, while the opposite was found for net operating
assets.

These findings contribute to provide better insights on the trade-off between
the two methods of earnings management in light of the divergence of opinions
about the impact of the associated costs on this trade-off. It will not completely
prevent earnings management activities, but it does change the preferences of
managers one method over another. This brings many implications to both
creditors and policymakers.

Key words: real activities manipulation; accrual-based earnings management;
Trade-off between earnings management methods; Financial Leverage;
Simultaneous equations models.

JEL Classification: G30, M40, M41.
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Cohen & Zarowin, 2010; lbrahim, Xu, & Rogers, 2011; Kothari, Mizik, &
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Yo VEY Aol dadll ) Ldgull Akl juaiad Jassgiall dad cul€ a8y /8, adasgy din JS
Aag9.0,% Jargy 18V laugian dumiiie Jea) o dilall dad il 285 1), €99 Lgdaragg

e i) byl @l ey clyiiall 038 G 35S (ailad 4l il (s
(Anagnostopoulou & Tsekrekos, 2017; Cohen et al., 2008; Cohen & Zarowin, 2010;

.Zang, 2012)

syl GS,AJ el dadiagl) Gl elasy) :(t‘) Jea
Variable n. Mean Median Max Min Std. Dev. | Skewness Kurtosis
RM PROD 1872 | 0.0032 0.005 | 0.921 -0.963 0.137 -0.168 11.083
RM DISX 1872 | 0.0715 0.044 | 0.518 -0.061 0.086 1.959 7.394
RM 1872 | 0.0739 0.079 | 0.831 -0.949 0.138 -0.084 8.691
AM 1872 | 0.0001 0.000 | 3.382 -1.951 0.213 2.775 63.812
LEV 1872 | 0.3776 0.353 | 5.564 0.000 0.250 5.202 101.970
ALEV 1872 | 0.0253 0.005 | 5.019 -5.025 0.220 0.635 301.714
SHARE 1872 | 0.1456 0.036 1.000 0.000 0.242 2.132 6.670
Z5C 1872 | 5.4121 2.757 | 82.171 -6.163 8.140 4.109 26.274
AUD 1872 | 0.5497 1 1 0 0.498 -0.200 1.040
TEN 1872 | 0.1830 0.150 | 1.000 0.000 0.132 2.040 9.960
NOA 1872 | 0.4669 0 1 0 0.499 0.133 1.018
CYC 1872 | 149.35 | 127.00 | 779.00 1.000 113.81 1.726 7.126
SIZE 1872 | 0.1469 0.041 1.000 0.000 0.234 2.223 7.401
MTB 1872 | 2.0342 1.499 | 20.322 0.000 2.057 2.916 16.389
ROA 1872 | 0.0647 0.054 | 0.395 -0.647 0.094 -0.217 8.017
IN RE 1872 | 0.1170 0.000 | 1.000 0.000 0.321 2.383 6.680

B3Y Clislas 3535 (1) dsda (e el Dlad) )yl 3 et )l hysiall (ady Lad Ll
s LS L daal) 50l i 05S5 o ) dasgial) 8 ot Al pall e Bpagadl IS0 3 2 LY
238 o) Cumg Y507 oa Al dadhl) & iy VYT dlga Bl dadl puiie Jacigia
pally Calyaiall 038 Jassgia G A)lke (£) Joan (apaad Al Auhall Al sl a
iyl Aald) Clahyal) (ans B B3l
:Antyl) ABbal) i)l s (B Blsl all) e Ldlall dadllly LY Bl e Jacigia 4l :(f) Joa

Variable PROD | DISX |RM | AM LEV | ALEV
Adadiaul,all | 0.0032 | 0.0715 | 0.0739 | 0.0001 | 0.3776 | 0.0253
Zang (2012) -0.0684 | 0.0971 | 0.0213
Cohen et al. (2008) 0.0430 | 0.0040
Park (2016) -0.0010 | 0.0190 | 0.0030 | -0.004 | 0.2200
Anagnostopoulou &
Tsekrekos (2017) 0.0031 | 0.0342 | 0.0417 | 0.0528 | 0.4424 | -1.7998
(YY) s 0.5699 | 0.2027 | 0.2563
Hoang & Phung (2019) 0.8390 | -0.0020 0.5430

On D] dgny yelay Adaal) euliall Taads #LY1 550 Jassia o (£) Jsan (e g
Tepa of Jstl) <arg edaast ) Aol ciliayall imms 8 53)0l) sl g ALl ailylly ~ LY 5)1a)
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Pl Julad) paadal) L.'galai Juladl) 0. ¥
Ayl Sl paie G Pearson (e bali)) CDklas (0) Jgds mag

rhaall Cfpiia G Bl Claa dbgiuaa :(0) Joaa

Gleaiay) el e ~LyY)

RM AM LEV ALEV Share ZSC AUD
RM 1
AM -0.050° 1
LEV 0.280° 0.176% 1
ALEV 0.112* 0.1072 0.420° 1
Share 0.152° -0.007 0.170? 0.026 1
Z5C -0.240% -0.041° -0.455% -0.082% -0.139° 1
AUD 0.066° 0.085° 0.216° -0.0722 0.197% -0.128° 1
TEN -0.009 0.068° 0.043° -0.010 0.042° -0.039° 0.153°
NOA 0.062° -0.049° -0.040° 0.107¢ -0.263° 0.036 -0.192°
CYC -0.002 0.039° -0.035 -0.055" -0.132% -0.066% -0.118°
SIZE 0.143* 0.002 0.158* 0.028 0.914° -0.1412 0.185°
MTB -0.116° 0.028 0.011 0.017 0.007 0.313° 0.001
ROA -0.225% -0.009 -0.199° -0.052° 0.106° 0.190° 0.164°
IN RE 0.161° 0.044° 0.181% 0.026 0.034 -0.082% 0.012
2l Al il iy Jal Y1 Clalaa 48 gheaa ;(0) Jgda ali
TEN NOA CYC SIZE MTB ROA IN_RE
TEN 1
NOA -0.048° 1
CYC 0.003 0.1212 1
SIZE 0.016 -0.153? -0.115 1
MTB 0.013 -0.064% -0.094% 0.010 1
ROA 0.069° -0.272° -0.151° 0.028 0.018 1
IN_RE 0.061° -0.164° 0.202° 0.002 -0.044° 0.018 1
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RM Equation AM Equation

Exg)iz%ted Coefficient Prab. Exsiz(;ted Coefficient | Prob.
Intercept oo 0.0447 | 0.0000 Bo | -0.0103 | 0.6252
Unex RM — — — - Bio | -0.1015 | 0.0175
Cost of RM
Share., + o1 0.0290 | 0.3153 — By 0.0064 | 0.9213
ZSCyy + o, | -0.0011 | 0.0135 — B> | -0.0005 | 0.6743
Cost of AM
AUD + 03 0.0126 | 0.0160 — B3 0.0041 | 0.7200
TEN + os | -0.0089 | 0.6277 — B 0.1325 | 0.0012
NOA.1 + o 0.0058 | 0.3824 — Bs | -0.0092 | 0.5462
CYC., — Og 0.0000 | 0.0810 + A 0.0000 | 0.9822
Size a7 | -0.0144 | 0.6300 > | -0.0065 | 0.9243
MTB og | -0.0019 | 0.1485 Bs | -0.0021 | 0.4534
ROA a9 | -0.1760 | 0.0000 9 0.0104 | 0.8768
IN RE a1 | 0.0301 | 0.0002 — — —
Pre ME a1 | 0.5844 | 0.0000 — — —
Pred RM — — — £ | -0.3002 | 0.1097
R? 0.3061 0.0154
Adjusted R? 0.3009 0.0079
Durbin-Watson 2.0198 2.0346
Observations 1592 1582
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AW Al 5l Gl Lalally (€5 7) 65 cubleall Y1 dall 3 (V) Jsan s
O dganlly cLev ALl Aadll 535 ) Sgenll gy z WY Bl skl (o Alalidl) Lo
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(£ %) Al cuilalaall Y Jad) il (V) Jgss

Lev ALev
RM Equation AM Equation RM Equation AM Equation

Coef. | Prob. Coef. | Prob. Coef. | Prob. Coef. | Prob.
Intercept 0.023 | 0.024 -0.002 | 0.946 0.044 | 0.000 -0.038 | 0.127
Lev + | 0.056 | 0.000 | — | -0.067 | 0.062 | + | 0.084 | 0.000 | — | -0.081 | 0.131
Unex RM — — | —| -0.098 | 0.022 — — | =] 0.794 | 0.091
Lev*Unex_RM — — | +| 0.073 | 0.002 — — | +| 0.067 | 0.008
Cost of RM
Mshare;., + | 0.022 | 0441 | - | -0.078 | 0.269 | + | 0.031 | 0.275 | — | -0.062 | 0.372
ZScore 1 + | 0.000 | 0.837 | — | 0.000 | 0.650 | + | -0.001 | 0.009 | — | 0.001 | 0.428
Cost of AM
Auditor + | 0.009 | 0.102 | — | -0.007 | 0.565 | + | 0.012 | 0.016 | — | -0.010 | 0.434
Tenure + | -0.008 | 0.679 | — | 0.103 | 0.004 | + | -0.009 | 0.636 | — | 0.106 | 0.003
NOA,., + | 0.004 | 0522 | — | -0.036 | 0.021 | + | 0.006 | 0.371 | — | -0.028 | 0.061
Ocycle4 — | 0.000| 0.183 | +| 0.000 | 0.774 | — | 0.000 | 0.090 | + | 0.000 | 0.846
Fsize -0.011 | 0.704 0.059 | 0.405 -0.020 | 0.496 0.044 | 0.522
MTB -0.003 | 0.015 0.000 | 0.953 -0.002 | 0.084 -0.001 | 0.783
ROA -0.154 | 0.000 0.168 | 0.076 -0.160 | 0.000 0.172 | 0.063
IN RE 0.025 | 0.002 — — 0.029 | 0.000 — —
Pre ME 0.569 | 0.000 — — 0.596 | 0.000 — —
Pred RM — — 0.448 | 0.064 — — 0.472 | 0.023
R’ 0.314 0.017 0.315 0.023
Adjusted R* 0.309 0.008 0.309 0.014
Durbin-Watson 2.009 2.032 1.999 2.015
Observations 1592 1582 1592 1582
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