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Abstract 

 

We investigate if firms close to entering, or exiting, a market capitalization list is 

more prone to manage their earnings upwards than other firms, due to the 

benefits of the extra liquidity and media coverage gained from being listed on a 

„larger‟ list. In order to measure the level of earnings management in our focal 

firms we use the discretionary accruals as proxy with the Jones Model (1991) as 

base. Overall, the focal firms had higher discretionary accrual values. When 

correcting for size- and performance effect, we obtained significant results at a 10 

% level that our focal firms manage their earnings in a wider extent. Also, firms 

close to the Small/Midcap border manage their earnings in a wider extent than 

the other firms listed on the Stockholm Stock Exchange. 
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1. Introduction 

 

This paper investigates a new and previously unexplored motivation for earnings 

management. Managers want their firms to be large; and they want to signal this 

by advancing in the stock market structure, since the Swedish stock market is 

divided according to market capitalization. The approach of investigating if 

market structure can motivate earnings management is a novel idea and 

contributes by broadening the spectra of possible causes for earnings 

management. This is relevant for investors and other suppliers of capital, as well 

as auditors and regulators, since the paper points to a situation which requires 

additional scrutiny of the firms‟ financial information.  

 

Managers have incentives to manage the earnings presented in the financial 

statements of their companies. These incentives come from the different goals 

and differences in information between managers and other stakeholder. 

Earnings management is an integral part of the principal-agent conflict (Jensen 

& Meckling, 1976) and it stems from the information asymmetry between 

management with inside information and outside investors (Akerlof, 1970). The 

agent has more information than the principal and the agent will use this to his 

advantage.  

 

The famous “lemon problem” states that a market can diminish, even disappear 

completely, due to information asymmetry if some actors on the market provide 

dishonest information and the other actors are unable to distinguishing those 

giving honest information from those who do not (Akerlof, 1970). The risk and 

potential losses from misleading financial information makes earnings 

management research a topic of great importance for safeguarding the relevance 

of accounting to the capital markets. Therefore, it is not surprising that in the 

wake of most financial crisis and corporate scandals earnings management and 

audit failure are passionately discussed in financial press around the world.  
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Paradoxically, the solution to these perceived cases of audit failure is, more often 

than not, a cry for more audit and more regulation (Power, 1996). The losing 

relevance of accounting have been discussed by a number of authors (see for 

example: Barth, et al., 2001), however, even though the accounting as of today 

isn‟t perfect, it is still of great importance for investors and other stakeholders 

and therefore it is crucial that the accounting present a true and fair view of the 

company. 

 

Previous studies have shown that managers tend to manage earnings for a 

myriad of reasons; e.g. prior to initial public offering (IPO) and seasoned equity 

offering (SEO), to meet analysts‟ forecasts, if there are management incentive 

schemes to avoid sanctions by regulators (Teoh et al. 1998; Healy & Wahlen, 

1999). Fundamentally, managers manipulate their earnings in order to portray a 

better view of the firm and implicitly increase the price of the stock.  Studies 

have been performed examining different events and have showed that managers 

of firms manipulate their earnings, both upwards and downwards for many 

different reasons (Watts & Zimmerman 1990; Healy & Wahlen 1999). This paper 

seeks to add to the research covering earnings management by investigating if 

firms close to a list border are more prone towards using earnings management.  

 

The methods for managers to manipulate their earnings are numerous. 

Managers can influence financial reports trough estimation of economic life and 

benefits of long term assets, trough choices between different accepted accounting 

methods, through judgement in working capital management and they can 

choose how to structure certain corporate transactions (Healy & Wahlen, 1999). 

 

The paper follows in established research tradition by using the Jones Model 

(Jones, 1991) and the Modified Jones Model developed by Dechow et al. (1996) to 

detect and measure earnings manipulation. The models focus on accruals since 

these are the accounting figures over which management has most discretion. 

Jones (1991) assumes that accruals are driven by change in sales and the size of 

property, plant and equipment (PPE) and models accruals as a function of these 
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variables scaled over lagged total assets to control for size. The accruals 

motivated by PPE and change in sales are assumed to be free from earnings 

management and are called non-discretionary accruals. The difference in the 

analysed firms accruals from these non-discretionary accruals are called 

discretionary accruals and are assumed to be the result of earnings management. 

The Modified Jones Model proposes that change in sales might also be 

manipulated and it tries to control for this by excluding change in receivables 

from change in sales. Since accruals to a certain extent might be driven by 

profitability we will also take a performance matching approach following 

Kothari et al. (2005). Managements influence over accruals is a consequence of 

the principle based approach of current accounting standards where 

management is given certain latitude and margin for interpreting the standards 

and to use management discretion to be able to present potentially valuable 

information to stakeholders. This freedom is in some cases abused by managers 

who mislead the firms‟ stakeholders in order to achieve short-term benefits, 

instead of providing them with an accurate, helpful and informative view of the 

firms‟ performance.   

 

Stockholm Stock Exchange is, like some other stock exchanges, divided into 

different lists depending on total firm market capitalization. On Stockholm Stock 

Exchange these are, ranging from smallest market capitalisation to largest; 

Small Cap, Mid Cap and Large Cap respectively. Which of these a stock is listed 

on can have an effect for shareholders since investors might take a firm moving 

from for example Mid Cap to Large Cap as adding additional value to the stock 

by the increased liquidity, status and firm recognition, more so than a company 

who experience an equal growth but without the change of market list. In other 

words investors are willing to pay an extra premium which is not motivated 

solely by the increased size. Managers might also seek to move their firm to a 

larger list in order to receive personal status, peer recognition and a sense of 

personal achievement. Because of this additional value and extra premium the 

managers have incentives of manage their earnings in order to be transferred to 

another list. 
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Stocks are theoretically valued by discounting all future cash flows by a discount 

rate which is being determined by a required rate of return. One method of 

calculating the required rate of return is by using the Capital Asset Pricing 

Model (CAPM) where the risk premium is an influential factor. Stocks on the 

larger list are generally more liquid, and thus have a lower liquidity risk 

premium in the required rate of return and narrower spreads, than companies on 

the smaller lists (Jones, 2002). Investors, particularly institutional investors, 

might follow an investment strategy where their holdings are specified to include 

a fixed proportion of stocks from any particular list. It‟s not the firm‟s size per se 

who affects the amount of volume on trades, but also how institutional investors‟ 

strategies are developed and managed. We assume that a move to the larger list 

makes the stock more liquid and increased volumes are traded, and thus lowers 

its risk by making it possible for a larger group of investors to keep it in their 

portfolio. On the contrary, a firm moving from a larger list to a smaller can suffer 

a an abnormal decline in stock value, especially since institutional investors 

might need to divest their holdings since the stock is no longer in line with their 

trading strategy. Although, at the moment they divest their holdings they will 

create higher liquidity to the stock which lowers the liquidity risk, however, that 

will create a big increase in supply which usually is negative for the stock price. 

In addition to this, there is also more irrational explanations why managers want 

to enter the list above: e.g. peer recognition, fame, and prestige for management. 

 

Our hypothesis is based on that managers wish to enter the list above the one 

they are currently in, or that they don‟t want to be moved to the list below. Since 

this incentive is stronger the closer to a border a firm is we hypothesize that 

firms close to a border will manage up their earnings to a wider extent than other 

firms.   

 

Our sample consists of all firms on the Stockholm stock exchange with financial 

data available on the database Datastream. The years studied are 2006-2009. 

Firms from industries that are too small to establish a sufficiently large control 
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group have been excluded. This excluded energy companies since they only 

consist of three companies and commodity companies which were nine.  Our final 

sample consists of 51 observations within 10% either over or under a market cap 

border. These firms are our focal firms. Data was also collected for the remaining 

814 observations. These firms are used to make a cross-sectional estimate of the 

parameters in the different Jones models used for each year. We selected a cross-

sectional approach since this relaxes data requirements and takes into 

consideration economic effects affecting the whole industry like the recent 

financial crisis. The change of accounting standards in Sweden in the year 2005 

also makes the use of a time-series model problematic since this would create 

uncertainties regarding whether the parameters are estimated correctly or not. 

In our cross-sectional approach parameters are estimated using control firms 

from the same industry and year as the focal firms. Using the different Jones 

models we then compare mean and median discretionary accruals for the focal 

firms to establish if they deviate significantly from the control firms.  

 

Our findings show‟s that the focal firms have higher mean and median 

discretionary accrual values overall. When mitigating the size- and performance 

effects, and thus using the model with the highest prediction power, we show 

with a marginal significance that our focal firms manage their earnings in a 

higher extent than the other firms. We also show that our small focal firms have 

higher discretionary accrual values than the other firms, at a 5 % significance 

level.  

 

The disposition of our thesis will be following: In Section II we will present our 

theoretical framework based on a literature review. Section III provides the 

reader knowledge about our data collection and how we designed our study in 

order to test our hypothesis. Section IV presents our findings which are analyzed 

in Section V. Section VI present our conclusion, their implication and offers 

suggestions for future research. 
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2. Literature review 

2.1 Earnings Management & Incentives 

Earnings management can generally be defined as managers‟ use of judgment in 

financial reporting and in structuring transactions in order to either mislead 

some stakeholders about the underlying economic performance of the company, 

or to influence contractual outcomes that depend on reported accounting 

numbers (Healy & Wahlen, 1999). Managers therefore “… act as if they believe 

users of financial reporting data can be mislead into interpreting reported 

accounting earnings as equivalent to economic profitability” (Fields et al., 2001). 

One might argue that earnings management is possible since investors tend to 

focus too much on the bottom line figure and therefore underestimate the 

importance of the composition of earnings; the level of cash flows and accruals 

that the earnings contains (Sloan, 1996). If management wants to manipulate 

earnings by using accruals, it is likely that analysts and other equity market 

participants will underestimate how much earnings are manipulated.  

 

Principal-Agent theory deals with potential conflicts of interests and morale 

hazard when one party (the principal) gives another party (the agent) authority 

to act on the principal‟s behalf in situations involving uncertainty, risk and 

asymmetric information. Agency costs are the costs associated with the agent 

acting in his own interest rather than the principals‟ and the costs for the 

principal for monitoring and restricting the agents‟ behaviour to make sure the 

agent acts in the principals‟ interest. (Jensen & Meckling, 1976) In earnings 

management studies the principal is usually different kinds of investors, both 

equity and liability investors, but it can also be governments and other 

regulators. Using different incentive and compensation schemes is one possible 

way to reduce agency costs, since it attempts to align agents‟ interests with the 

principals‟ (Jensen & Murphy, 1990; Eisenhardt, 1989). It can however be 

problematic to correctly specify the terms of the compensation contract so that it 

does not result in a risk seeking, or otherwise unwanted behaviour from the 

agent (Eisenhardt, 1989).  
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To assume that managements and shareholders‟ interests always align leads to 

omitting crucial variables to understand earnings management (Watts & 

Zimmerman 1978). Financial reporting, internal governance and auditing are 

ways for the principal to increase the likelihood that the agent will act in the 

principals‟ interest (Watts and Zimmerman 1978) and to reduce the information 

asymmetry between managers and outside stakeholders (Wallace, 1991). Even 

though the management and the shareholders interests are aligned, it can differ 

in the time perspective; the management can be more long-term, while the 

shareholders are more short-term (or vice versa), but both want the stock to 

increase in value. Studies have shown that investors misprice equity-securities 

because they constantly misestimate the persistency of accruals (Xie, 2001; 

Sloan, 1996; Subrayam, 1996).  Short-term, earnings management can increase 

the firm‟s value rapidly by managing the earnings to meet or beat earnings 

expectations. However, in the long-term, this is not likely to succeed.   

 

Much of the earnings management literature focuses on cases involving agency 

costs and strives to understand management‟s incentives to manage their 

earnings and influence standard setting (Watts and Zimmerman 1978). 

Burgstahler & Dichev (1997) study took the approach of assuming that managers 

have incentives to avoid reporting losses or reporting declines in earnings. They 

examined the distribution of reported earnings around these points. The findings 

suggest that some firms use earnings management to avoid reporting negative 

earnings, earnings declines, or falling short of market expectations. Dechow, et 

al. (1996) showed that firms investigated and subjected to enforcement actions by 

United States Securities and Exchange Commission (SEC), which can be 

considered to be extreme (and illegal) cases of earnings management, had higher 

amount of discretionary accruals, as defined by the Modified Jones Model, than 

other firms. Dechow et al. (1996) also found that the firms subject to SEC 

enforcement action experienced an increase in the cost of external capital, since 

share price went down and thus the firm has to “sell” a larger part of the firm to 

obtain the same monetary amount. The recent earnings management literature 

usually focuses on incentives for managers to manage their earnings. 
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The two main schools of thoughts on motivations for earnings management are 

either financing or incentive schemes. Practitioners regularly cite a need for 

cheap external financing as a motivation for earnings management, while 

academic literature focuses on the role of compensation contracts, e.g. stock 

option compensation schemes (Healy & Palepu, 2001). Compensation contracts, 

as well as debt covenants, are examples of explicit contracts motivating earnings 

management. Several studies (Bergstresser & Philippon, 2006) find a correlation 

between earnings management and firms where the CEO compensation is more 

closely tied to stock performance. During fiscal years with high accruals the CEO 

and other insiders sell unusually large quantities of shares as well as exercising 

more options (Bergstresser & Philippon, 2006). There also exist implicit contracts 

between the firm and its customers and suppliers that motivate earnings 

management (Becker et al., 1998). Furthermore, reported earnings play an 

important part in e.g. import relief investigation, proxy contests and 

management buyouts (Jones, 1991; Becker et al., 1998; Teoh et al., 1996) Despite 

strong incentives, it exists methods of impede and diminish earnings 

management for investors, this however, comes at the price of increased 

monitoring and bonding costs. 

 

Strong internal governance and high quality audit can be used to minimize the 

extent of earnings management. Prior research have found that internal 

governance play an important role in explaining the magnitude of earnings 

management (Dechow et al., 1996; Becker et al., 1998). More specifically, 

earnings management increases when; the firm doesn‟t have an audit committee, 

when the company founder is CEO and also serves as a Chairman of the Board, 

when the Board is dominated by insiders, when there are no large outside 

owners, and when they do not have one of the big audit companies performing 

the audit (Dechow et al., 1996; Becker et al., 1998). The big audit companies are 

assumed to provide audit services of a higher quality than other audit firms. It is 

argued that large audit companies‟ more extensive client base make them face a 
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relatively larger loss as a consequence of loss of reputation, compared to a 

smaller audit firm (DeAngelo, 1981). 

 

The big audit firms therefore, have stronger incentives to be independent from 

their clients and are less likely to behave opportunistically and allow their clients 

to use earnings increasing accounting alternatives (DeAngelo 1981). Due to the 

industry‟s self-regulatory characteristics the large audit firms are more cautious 

with allowing certain accounting choices due to fear of facing lawsuits 

(Carrington, 2010). Several studies have found support for the hypothesis that 

larger audit firms offer a higher quality audit. Teoh and Wong (1993) found that 

clients of larger audit firms have a higher earnings response coefficient than 

clients of small audit firms. Several studies have found an audit fee premium to 

big auditors (see for example Craswell et al., 1995). Becker et al. (1998) found 

that discretional income increasing accruals are lower in clients of big auditors 

compared to clients of smaller auditors.  

 

For large firms, internal governance and auditors are not the only ones who 

scrutinize the firms accounting. It is reasonable to assume that smaller firms are 

less subjected to scrutiny by investors, analysts, regulators, financial press and 

that the risk of detection and possible losses from engaging in earnings 

management therefore are smaller and less likely for smaller firms (Watts & 

Zimmerman, 1990; Albrecht & Richardsons, 1990). The increased analyst 

attention leads to more knowledge being shared about the larger, more 

scrutinized firms; hence managers of larger firms do not have the same incentive 

to manage earnings to signal a smooth income stream (Albrecht & Richardsons, 

1990). Therefore, larger firms faces smaller benefits and higher risks of 

managing their earnings upwards, than those faced by smaller firms. Instead the 

largest firms potentially have incentives to manage their earnings down to avoid 

anti-monopoly intervention (Watts & Zimmerman, 1990).  

 

Managers have incentives to mislead other stakeholders due to information 

asymmetry and conflicts of interests with other stakeholders. Accrual accounts 
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are often used when attempting to mislead investors. Since not all investors are 

sophisticated enough to detect earnings management, at least not in the short 

run, this potentially affects the allocation of capital. The acquisition of outside 

capital is frequently cited as a reason for earnings management.  Contractual 

relationships, such as compensation contracts and debt covenants, are another 

explanation given for earnings management. Even though these compensation 

contracts often are implemented to mitigate problems from information 

asymmetry and the agent-principal conflict. Strong internal governance has been 

found to reduce the presence of earnings management. Outside attention from 

analysts, investors and financial press have also been shown to be correlated 

with less earnings management. With big firms under more outside scrutiny 

having less earnings management and small firms that are under less scrutiny 

by investors and analysts have been shown to earnings manage to a greater 

extent. 

 

2.2 Measuring the level of Earnings Management 

There are a number of methods managers can use to exercise judgment in 

financial reporting (Healy & Wahlen, 1999). Firstly, managers must estimate a 

number of future economic events such as expected lives and salvage values of 

long-term assets, obligations for pension benefits and other post employment 

benefits, deferred taxes, losses from bad debts and asset impairments. Secondly, 

they must choose among acceptable accounting methods for reporting the same 

economic transactions, for example, the straight-line or accelerated depreciation 

methods or the last-in-first-out, first-in-first-out or weighted-average inventory 

valuation methods. Thirdly, they must exercise judgment in working capital 

management, such as inventory levels, the timing of inventory shipments or 

purchases and receivable policies; these judgments affect cost allocations and net 

revenues. Finally, managers decide how to structure corporate transactions. In 

all of these cases management are allowed to use judgment that affects firm 

earnings and therefore the earnings management literature have focused on 

these cases when measuring earnings management in the research. 

 



11 

 

The most established model for testing for Earnings Management in the firm‟s 

financial statement is the Jones Model (Jones, 1991) and the different variations 

of that model (see for example: Dechow et al, 1995; Teoh, et al. 1998; Kothari et 

al. 2005). Watts & Zimmerman (1990) noted that in order to establish if earnings 

are managed an approximation of what earnings and accruals would be without 

earnings management is needed. Most earnings management literature focuses 

on accruals since they are considered easier to manipulate than the cash-flow 

part of earnings (Jones 1991). Early models considered previous year accruals to 

be a good approximation of unmanaged accruals (Jones 1991). Jones (1991) 

developed a model for deciding the level of expected accruals, which is used as a 

benchmark for non-discretionary accruals and that any additional accruals are 

subject to management discretion and therefore might be due to earnings 

management. Non-discretionary accruals are driven by changes in revenue, 

which affects working capital accruals, and total PPE, which decides the 

amortization accruals. Working capital accruals are expected to show a positive 

relationship with change in sales since a firm experience sales growth likely grow 

larger inventories and accounts receivables on the balance sheet. This inflation 

on the balance sheet shows up on the income statement as accruals. It was later 

recognized that revenue in itself was subject to management‟s discretion, through 

e.g. channel stuffing, change in credit terms, accounting assumptions regarding 

default rate. Therefore the Modified Jones Model takes into consideration the 

effect of changes in accounts receivable on changes in revenue (Dechow et al. 

1995).  

 

Jones (1991) and Dechow et al. (1995) uses a time-series model to determine non-

discretionary accruals while other studies use a cross-sectional model of the 

model (see for example; DeFond & Jiambalvo, 1994; Teoh, et al. 1998; Kothari et 

al. 2005). An advantage of a cross-sectional model is that it incorporates changes 

in accruals originating from changes in economic conditions affecting the 

industry as a whole (Teoh, et al. 1998). Kothari et al. (2005) assert that some 

non-discretionary accruals depend on performance which leads to that if one 

considers the effects of performance on non-discretionary accruals it is possible to 
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more accurately judge the correct level of non-discretionary accruals. Kothari et 

al. (2005) argues for either the use of a performance matched firm or to include a 

performance measure in the Jones or Modified Jones regression. Performance 

matching creates the best specified test but imposes greater data requirements; 

inclusion of a performance measure, ROA, in the regression model improves 

performance of the Jones and Modified Jones models but is inferior to 

performance matching. The reason for this is that inclusion of ROA in the 

regression implies linearity between performance and accruals, this linearity 

does not hold in the extremes. Butler et al. (2004) shows that firms with 

extremely bad financial performance engage in liquidity increasing transactions 

like factoring receivables and are also more likely to have assets impaired while 

firms experiencing significant growth record larger assets because of e.g. 

increased inventory. Due to accounting conservatism (Basu, 1997) the treatment 

off losses and gains is not symmetrical and therefore we cannot expect to find a 

linear relationship between ROA and accruals.  

 

Kothari et al. (2005) find that: “…ROA is more (less) closely associated with 

accruals when accruals are extremely negative (positive)". This makes the 

approach of including ROA in the regression perform badly on stratified tests. 

Performance matching does not suffer from this flaw since it makes no 

assumptions regarding the linearity of the relationship between performance and 

accruals (Kothari et al. 2005). Inclusion of a constant in Jones and Modified 

Jones model is argued to reduce heteroskedasticity and to mitigate problems 

stemming from an omitted size variable (Kothari et al., 2005). 

 

To test if accruals are managed one needs something to compare them with. 

Jones (1991) developed a model that was more sophisticated than simply 

comparing post event accruals to pre event accruals. Jones (1991) assume that 

accruals are driven by change in sales and size of PPE. In the Jones model (1991) 

all changes in sales are assumed to be free from earnings management; this 

assumption is questioned by Dechow et al., (1995) whom developed a model 

where all changes in accounts receivable are considered to be earnings managed. 
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These models have been used both as time-series models and as cross-sectional 

models. The advantages of a cross-sectional approach are less stringent data 

requirements compared to the time-series approach and the ability to consider 

industry wide events. Kothari et al., (2005) argues for the inclusion of a constant 

in the models since this reduces the effect of an omitted size variable in the 

model. Furthermore, Kothari et al., (2005) uses performance matching to 

consider the effect of performance driven accruals. 

 

2.3 Hypothesis development 

Xie (2001) found that the market overpriced the Jones (1991) model discretionary 

accruals and Bhojraj, et al., (2009) attempted to narrow it down further and 

found that much of the accrual anomaly derived from accruals associated with 

restructuring prior to the implementation of FAS 146. FAS 146 is an accounting 

standard with stricter requirements as to when a future restructuring cost is 

allowed to be shown on the balance sheet as a liability than the previous 

standard. If there still are accruals that the investors can‟t recognize that haven‟t 

already been regulated, management will benefit from earnings management 

since investors, according to Sloan (1996), focus too much on the bottom line 

figure. Earnings management is facilitated by managers knowing that investors 

aren‟t vigilant enough to distinguish between the accruals and cash flows of the 

earnings. 

 

Sophisticated investors might follow an investment strategy where size plays a 

part when trying to optimize their portfolio with risk-adjusted return. This is 

most apparent in the case of institutional investors where we have the many 

different funds following an investment strategy based partly upon size. It is 

common for funds managers to either specify this based upon market 

capitalization list or industry list, or inclusion in a commonly accepted index, or 

as a percentage of total stock exchange capitalization. Since investors posses 

finite attention this attention must be allocated selectively (Hirshleifer et al. 

2009). Investors and analysts seem to focus more on large firms than on small 

firms (Hirshleifer et al. 2009) and it is reasonable to assume that the market lists 
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borders, even though they are arbitrarily set, serves as a clear divide to investors 

and analysts. Therefore firms above such a divide can be assumed to receive a 

disproportionally large share of investor attention, perhaps particularly from 

abroad, and consequently be higher valued and more liquid than stocks below the 

divide. Liquidity, the liquidity risk and the risk premium are important variables 

in the calculation of required rate of return. If the risk increases (decreases) the 

stock value, ceteris paribus, decreases (increases). The increased attention from 

investors, especially institutional investors, received by moving from below the 

divide to above it should lead to increased liquidity and therefore lower the 

required rate of return and increase the stock value. 

 

Investors prefer to buy and sell in securities and markets which minimize the 

exposure to the liquidity risk. For a security to be considered liquid it must be 

either (I) traded on a market with adequate number of actors, (II) the value of the 

asset is considered to be at equilibrium and moderately low volatility in its prices 

or both of these requirements (Garbade & Silber, 1979). The definition of 

liquidity risk is: “…the variance of the difference between the equilibrium value of 

an asset at the time an investor decides to trade and the transaction price 

ultimately realized on that trade" (Garbade & Silber, 1979, pp 583). The 

Stockholm Stock Exchange can easily be considered to have an adequate number 

of participants; however the volatility changes rapidly over time, especially 

during more turbulent times.   

 

Acharya & Pedersen (2005) argues that liquidity predicts future returns and co-

moves with contemporaneous returns and provides evidence with a liquidity-

adjusted Capital Asset Pricing Model, which is a modified version of Sharpes 

(1964) model. The argument is that a positive surprise to illiquidity, i.e. the 

liquidity decreases unexpectedly, predicts higher future illiquidity and raises the 

investors required return due to an increased risk premium and lowers the 

contemporaneous prices of the stock (Acharya & Pedersen, 2005). Also, an 

important component of the spread (between Bid-Ask) in a security is due to the 

additional liquidity premium in an illiquid security (Perraudin & Taylor, 2003). 
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Small Cap stocks are less liquid and therefore make the spreads much wider 

than on the Large Cap stocks i.e. Large Cap stocks have a lower liquidity 

premium, and ceteris paribus, lower required rate of return (Jones, 2002). The 

risk of investing in a stock with low liquidity is the potential complexity of closing 

the position if the market enters a more chaotic period of time (Acharya & 

Pedersen, 2005). This is not desired by the risk averse investor. 

 

We have shown that managers have different incentives to manage their 

earnings, and that managers do manage their earnings. Studies have found that 

the market misprice the accrual component of earnings (see for example Sloan, 

1996; Xie, 2001). The motivations for earnings management can be both rational 

and irrational. Irrational motivations are peer recognition, fame and status, 

where for example Swedish financial press write about the exclusivity of 

belonging to the large cap list. Among the rational explanations we find that the 

two most prominent explanations are bonus schemes and lower cost of outside 

capital. We assume that improved liquidity risk in the firm‟s stock, from being in 

the more liquid list leading to a higher valuation, and also the more irrational 

reasons such as peer recognition and status, are reason for earnings 

management. In our case with our specific event, we will investigate if the desire 

to enter „the list above‟ leads to increased earnings management due to its 

benefits for the company. If there is a difference between our focal firms and our 

control firms this is most likely tied to list belonging since bonus schemes, and 

other possible reasons for earnings management, can be assumed to be similar in 

both focal firms and control firms. This led us to our hypothesis: 

 

H1: Firms close to a market capitalization list border manage their earnings 

upwards to a wider extent than other firms listed on the Stockholm Stock 

Exchange. 

 

Since different industry have different characteristics it is important to control 

for if our results are skewered by one individual industry.  It is particularly 
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important in the wake of the recent financial crisis since industries can be either 

pro- or countercyclical. This leads us to our second hypothesis: 

 

H2: The firms close to the borders manage their earnings upwards to a higher 

extent than their respective industry peers manage their earnings. 

  

Small firms typically receive less analyst and investor attention. Any potential 

earnings management is more likely to go unnoticed at the Small to Mid Cap 

border than at the Mid to Large Cap border. Large firms who are under more 

analyst attention do not have the same need to present smooth earnings since 

more is known about the firm and its underlying financial performance and the 

risk of any earnings management being detected is substantially increased for 

larger firms. The potential gains and consequently the incentive to engage in 

earnings management are stronger at the smaller border. Therefore we expect to 

find more earnings management if we only analyze the Small to Mid Cap border. 

This leads us to our next hypothesis: 

 

H3: Firms close to the Small to Mid cap borders manage their earnings upwards 

in a wider extent than the firms not close to the Small to Mid cap border. 

 

In order to compare if there are any differences between our different focal 

groups, if the firms close to the Small/Mid Cap border manage their earnings in a 

wider extent than firms close to the Mid/Large Cap border, we decided to test 

them against each other with the following hypothesis:  

 

H4: Firms close to the Small to Mid border manage earnings upwards in a wider 

extent than firms close to the Mid to Large border. 
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3. Data Sample & Research Design 

3.1 Data sample 

The use of any adaptation of the Jones model (1991) can take either a time-series 

or a cross-sectional approach. The time-series approach uses pre-event years to 

determine the level of accruals that is considered non-discretionary while the 

cross-sectional approach uses data from the same year for other firms in the 

same industry to estimate non-discretionary accruals. Cross-sectional approach 

sacrifices firm specific differences for less rigorous data collection demands as 

well as the ability to consider industry wide effects on the economy. The Swedish 

adaptation of IFRS in 2005 makes estimations using the time-series approach 

problematic since the Jones models needs several years of pre-event data to 

estimate the parameters and changes in accounting figures that stem from a 

change of accounting standards makes the estimation less reliable. The recent 

financial crisis can also be assumed to have a confounding effect on results from 

taking the time-series approach, as one need to disentangle the effects it has on 

accruals from the effects from our research question. Since the time-series 

approach suffers from two confounding factors, the Swedish IFRS adaptation and 

the financial crisis, we have chosen to take the cross-sectional approach in this 

study. 

 

We begin to examine all firms listed on the Stockholm Stock Exchange 

(NasdaqOMX) with financial and market data from the database-software 

DataStream for the years 2006-2009. Prior to 2006 Stockholm Stock Exchange 

was divided into the A-list and the O-list. The difference between the A-list and 

the O-list was stricter reporting standard and higher taxation for the A-list than 

for the O-list. The Stockholm Stock exchange prior to 2006 was not divided 

according to size these years are irrelevant for our study, because it‟s up to firm 

discretion to belong to either the A or O-list, and that sub-classification is based 

on trade activity, not market capitalization. This makes the use of a different 

time span unfeasible. From these, we remove the firms of which have insufficient 

data regarding the total accruals and those lacking information regarding any of 

the variables needed for the Jones Models. Furthermore, we remove those with a 
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control group smaller than 10 firms for all the studied years since this is 

considered to be too few to correctly estimate the variables in the Jones Models. 

This leads to the exclusion of the energy industry (three firms) and the 

commodity industry (nine firms). We end up with a total of 814 firm/year-

observations and 51 focal firm/year-observations for all years and industries 

studied and the rest serving as control firms for the relevant year and industry.  

The groups: 

 2006 2007 2008 2009 Total 

Consumer 

goods 

8   

(1) 

8         

(-) 

10       

(2) 

11        

(1) 

37  

(4) 

Finance and 

property 

34 

(3) 

35          

(4) 

35      

(4) 

35        

(4) 

139 

(15) 

Health 24      

(1) 

25      

(-) 

26      

(1) 

27       

 (-) 

102 

(2) 

Industry 60 

(6) 

61 

(3) 

65 

(1) 

65 

(3) 

251 

(13) 

Infrequently 

purchased 

goods 

31     

(2) 

32      

(4) 

33        

(-) 

33         

(4) 

129 

(10) 

IT 37   

(2) 

39        

(1) 

40        

(1) 

40          

(3) 

156 

(7) 

Total 194 

(15) 

200 

(12) 

209 

(9) 

211 

(15) 

814 

(51) 

Table 3.1 - Total number of firms and with focal firms inside parenthesis.  

Table 3.2. Describing total sample. 

 Mean Median SD Minimum Maximum #ofobservations 

 Market Cap € 1814944 151119 5705831 1559, 63044246 814 

 Lagged Total 

assets 

59256086 1456880 350030381 9341 5140804354 814 

 Total 

Accruals 

-752615 -18629 8802122 -130941787 94667324 814 

Change in 

sales 

-294989 65904 11881340 -174698128 69434000 814 

  PPE 2449637 85552 8355662 -3127000 82699000 814 
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To obtain the level of earnings management we will follow in the research 

tradition of Jones (1991) and Dechow et al. (1995) among others and use 

abnormal or discretionary accruals as a proxy for earnings management. Jones 

(1991) assumes that non-discretionary accruals are related to changes in revenue 

and size of property, plant and equipment and approximates earnings 

management with the formula: 

 

TAit / Ait-1 = αi[1/Ait-1] + β1i[∆REVit/Ait-1] + β2i[PPEit/Ait-1] + €it 

 

Where: TAit = total accruals in year t for firm i; ∆REVit = Change in revenues from previous year 

for firm i; PPEit = gross property plant and equipment in the year t for firm i; Ait-1 = total assets for 

firm i in the year t-1; €it = Error term in year t for firm i.  

 

Dechow et al. (1995) argues that the model is somewhat flawed since it implicitly 

assumes that revenues are non-discretionary. If the management manipulated 

their earnings via discretionary revenues Dechow et al. (1995) argue that the 

Jones Model will remove a part of earnings that have been managed via the 

discretionary accrual proxy. Dechow et al. (1995) argue that the outcome of 

revenue management will increase both revenues and total assets (through 

receivables). Because of this, Dechow et al. (1995) altered the Jones Model and 

propose a model where you estimate the parameters as in the Jones Model but 

remove change in receivables when estimating non-discretionary accruals. This 

model they called the Modified Jones Model. Both Dechow et al. (1995) and 

Kothari et al., (2005) speculate as to if this will lead to overestimating the 

magnitude of earnings enhancing earnings management. This leads Kothari et 

al., (2005) to suggest the use of the Modified Jones formula both when estimating 

variables and calculating non-discretionary accruals in cases without an earnings 

management free pre-event period.  

 

The Modified Jones formula: 

 

TAit / Ait-1 = αi[1/Ait-1] + β1i[∆REVit-∆RECit/Ait-1] + β2i[PPEit/Ait-1] + €it 
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  Where: TAit = total accruals in year t for firm i; ∆REVit = Change in revenues from previous year 

for firm i; ∆REC = Change in receivables from previous year for firm; PPEit = gross property plant 

and equipment in the year t for firm i; Ait-1 = total assets for firm i in the year t-1; €it = Error term 

in year t for firm i. 

 

Kothari et al. (2005) advocates for the inclusion of a constant to reduce 

heteroskedacity and mitigate problems originating from giving too little 

consideration to the effect of firm size on accruals in the different Jones Models. 

Kothari et al. (2005) reviewed earlier earnings management measurement 

models and is the most recent notable contribution to the earnings management 

literature. 

 

Total accruals are the differences between net income and cash flow from 

operations. The variables are given by running the regression on the control 

group. We then insert the variables into the equation for each of our focus firms 

in order to obtain their level of non-discretionary accruals. The difference 

between these non-discretionary accruals and their total accruals are their 

discretionary, or abnormal, accruals. 

 

Firm performance has been argued to affect the size of total accruals (Kothari et 

al., 2005). Therefore, a performance matched test will be performed where each 

focal firm is matched according to ROA with a firm in the same industry and 

from the same year. If there are no suitable firms to match with in the same 

industry a firm from a similar industry will be chosen. The matched firms‟ 

discretional accruals according to the Jones Models will then be removed from 

the focal firms‟ discretional accruals, since this is argued to be performance 

motivated accruals, and then we are left with the focal firms discretionary 

accruals.  

 

After we calculated the level of earnings management using the different 

variations of the Jones model outlined above we will compare the focal group to 

the control group and use different statistical methods to test the hypothesis and 

investigate if our focal groups have a higher level of earnings management than 
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the control groups. To facilitate the readers understanding of our presented 

findings we will present a set of tables which will give the reader a clear view on 

the differences in earnings management in the sub groups. Discretionary 

accruals are assumed to be normally distributed. The level of discretionary 

accruals will then be statistically tested using the t-test to see if it differs 

significantly between the different control and focal groups. We will also 

comment on any differences obtained using the various forms of the Jones Model.   

 

We will benchmark the observations near the borders and compare them with a 

control group from their respective industry. We will also take a performance 

matching approach where we match focal firms with another firm according to 

performance measured as ROA. The performance matched firms are used do 

decide non-discretionary accruals which we then compare to our sample firm to 

determine the level of discretionary accruals. Furthermore, we will study the 

group of firms close to different borders as separate groups to determine if we can 

discern any patterns. 
 

List Minimum Market Cap Maximum Market Cap 

Large Cap € 1 000 000 000                             N/A 

Mid Cap €    150 000 000 €          1 000 000 000 

Small Cap €        1 000 000 €             150 000 000 

Table 3.3 – Market Capitalization requirements for the different market caps. 

 

In the case of the Swedish stock market the minimum and maximum market 

capitalizations are; Large Cap (at least €1 bn), Mid Cap (between €150 mn and € 

1 bn) and Small Cap (up to € 150 mn, at least € 1 mn). However, the inertia rule 

states that firms with 150 % market value over the list border will be moved to 

the list above instantly while those who have 101 % - 149 % above will be put 

under observation and if they have a market capitalization above the border one 

year after they will be allowed to move up. Conversely, if a firm is under 50 % in 

market capitalization of the list border they will be instantly moved down and 

those with 51 % - 99 % will be put in under observation and if they don‟t increase 
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their market capitalization the following year, they will be moved to the list 

below. This rule however was implemented in the summer of 2009 and since our 

sample is between the years 2005-2009 this will not affect our results. Prior to 

the implementation of the inertia rule the firms changed lists twice per annum.  

We sort the stocks based on market capitalization in order to find our target 

firms. 

 

There will be some limitations of our study. The use of any kind of Jones Model is 

a relative measure of earnings management, since control firms might manage 

earnings as well. Furthermore, it is a joint test of both the hypothesis and the 

Jones models definition and ability to correctly identify earnings management. 

Discretionary accruals don‟t always have to be misleading and mangers might 

use accruals to present a “truer and fairer” view of their firm and not to 

manipulate the earnings. This organisation of the Stockholm Stock Exchange is 

fairly recent which limits our sample more than what would be optimal. 

 

Results from previous studies indicates that firms engage in earnings 

management to show positive results and to meet analyst forecast, but it is not 

likely that this should pose a problem in our study since there are no reasons a 

priori to assume that those firms close to market border differ from other firms in 

that respect. Firms expected to grow will have abnormally high accruals in order 

to facilitate future expansions, but since there is no reason to expect that there 

should be a higher concentration of growth firms close to list borders this will not 

affect the results of our study since we use both a cross-sectional model and a 

performance-matching approach and since the economic conditions are assumed 

to be approximately the same for every firm in the industry. 
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4. Findings 

4.1 Hypothesis 1 

H1: Firms close to a market capitalization list border manage their earnings 

upwards to a wider extent than other firms listed on the Stockholm Stock 

Exchange. 

 

In order to test our hypothesis, we first compare the calculated discretionary 

accruals from our focal firms to all other firms listed on the Stockholm Stock 

Exchange‟s Small, Mid or Large Cap list (in the table they are named “All”). The 

number of focal observations is 51, and the number of control observations is 814. 

We have tested with different versions of the Jones Model suggested by different 

researchers in order to mitigate the different model‟s weaknesses. However, the 

different versions indicate similar levels of discretionary accruals values and 

have similar distribution.  

 

Focal vs All    Mean         Min.          1st Quart.   Median      3rd Quart.    Max.     T-value      P-value  

 

 

With the Jones Model 

      Focal 

      All 

 

With Mod. Jones 

     Focal 

        All 

 

With  Con.Jones 

      Focal 

      All 

 

With Mod. Con. Jones 

      Focal 

      All 

 

 

 

  0,03430    -0,56886   -0,04513     0,00167     0,09442     0,65122 

 -0,00053    -0,5564     -0,04658    -0,00299     0,04888     0,94235 

 

 

 0,02980     -0,5693     -0,0461       0,00900      0,0971      0,6495          

 0,00147     -0,5673     -0,0459      -0,00193      0,0510      0,9416 

 

 

 0,0522       -0,4251     -0,0216       0,03170      0,0990      0,6742 

 0,00873     -0,4514     -0,0338       0,00514      0,0585      0,7908 

 

 

 0,0460       -0,47095    -0,0356      0,0263        0,09697     0,6487 

 0,00873     -0,4523      -0,0398      0,00541      0,06027     0,8389 

 

 

 

 1,38             0,174 

  

 

 

1,34              0,185 

  

 

 

1,42              0,162 

 

 

 

1,54              0,130 

Table 4.1  - Focal firms compared to all other firms on OMX. 

 

The mean values of the discretionary accruals are higher for our focal firms. The 

minimum values and 1st quartiles are similar in value; however the median 

values are higher for the focal firms. The mean values for the focal firms are 
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higher than the median values which suggest that the distribution is skewed to 

the right. We observe the same pattern for the other firms listed, however the 

difference between the two values are considerably smaller for the “All” group 

compared to the focal firms which indicates that the focal firms has higher values 

above the median. Both groups have a similar 1st quartile, however the focal 

firms have higher 3rd quartile values which means that the interquartile range 

for the focal are higher. The standard deviation is also larger for the focal firms. 

The maximum values for the “All” group is higher than the focal maximum value 

despite the fact that the 3rd quartile value is lower.  

 

The P-value measure if the difference between the groups are statistical 

significant or not and are calculated by performing a t-test. The most common P-

values used in order to determine if the difference is significant are 0,05 (the 5 % 

level) and 0,10 (the 10 % level). The t-tests show no significant difference 

between our focal firms and all the other firms, neither at a 5 % nor at a 10 % 

level. The Jones Model with the lowest P-value was the Constant Modified Jones 

Model and the Constant Jones Model showed the second lowest P-value. The 

constant in the model remove size effects, and that is why the P-value is lower 

with those models. Since these tests did not give us any significant results, we 

decided to performance match our focal firms with other firms based on ROA to 

remove performance effect on accruals. 

 

The figures presented in the table below are statistics for our groups from the 

different Jones models, performance matched on ROA in the same industry. The 

numbers presented below are the calculated discretionary accruals (our proxy for 

earnings management) for the different groups. 

  



25 

 

Performance Match  Mean        Min.   1st Quart.   Median   3rd Quart. Max.   T-value     P-value  

 

 

PerformanceMatch Jones 

      Focal 

      Control 

 

PerformanceMatch Modjones 

    Focal 

       Control 

 

PerformanceMatch Con.Jones 

      Focal 

      Control 

 

PerformanceMatch 

ModCon.Jones 

      Focal 

      Control 

 

 

 

   0,036374     -0,4679     -0,04591     0,001670    0,094423      0,65122 

   0,002283     -0,6059     -0,04184     0,005202    0,071183      0,21360 

 

 

   0,03656       -0,4693      -0,0461        0,00900        0,0971       0,6495          

   0,0040         -0,6069      -0,0433        0,00700        0,0718       0,1960 

 

 

   0,0522         -0,4251      -0,0216          0,03170       0,0990       0,6742 

   0,0091         -0,5852      -0,0219          0,0100         0,0681       0,2597 

 

 

 

    0,0460        -0,47095      -0,0356        0,0263         0,09697     0,6487                                                          

    0,0069        -0,5785        -0,0302        0,0077          0,0603      0,2610  

 

 

 

 

 1,12                     0,266 

                

 

 

 0,81                     0,418 

                          

 

 

1,56                      0,121 

 

 

 

 

1,85                    0,085* 

 

Table 4.2 – Performance Match. * Marginally significant. 

The mean values for the focal firms are higher than for the performance matched 

control firms. This show‟s that the values of discretionary accruals in the focal 

firms are on average higher and more positive. The minimum value of 

discretionary accruals is lower for the control group, which means the lowest (or 

most negative) observation is lower for the control group. The spread for the focal 

firms are wider than the control firms which suggest that the observations have 

more dispersed values. The interquartile range for the focal firms is greater 

despite the fact that the 1st quartile is fairly similar which implies that the 

discretionary accruals tend to more positive for the focal firms compared to the 

control firms. As indicated by the higher IQR for our focal firms they also have a 

higher standard deviation. The distribution for the focal groups is positively 

skewed since the mean is higher than the median while the control firms have a 

reasonably similar mean and median, however the distribution for our control 

firms is slightly negatively skewed.  

 

The group with performance matched firms and discretionary accruals measured 

by the Jones Model received a P-value of 0,266 and the differences can‟t be 

considered statistically significant. The Modified Jones groups received a P-value 

of 0,418 and the differences here cannot be considered statistically significant 

either. The differences between the groups when measuring discretionary 

accruals with a Constant Jones Model cannot be considered statistically 

significant on a 10% significance level since they have a P-value of 0,121 but 
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measured with the Constant Modified Jones Model it can be considered 

marginally statistically significant at a 10% level with a P-value of 0,085. 

 

In short; when assuming change in sales and change in receivables is earnings 

management by using the Modified Jones Model (since they are not actual cash 

flows, i.e. accruals), correct for size effects by including a constant and mitigate 

the performance effect by matching, we obtain a marginally significant result.    

 

4.2 Per industry 

 

H2: The firms close to the borders manage their earnings upwards to a higher 

extent than their respective industry peers manage their earnings. 

 

In order to establish if there are certain industries which have a higher degree of earnings 

management we compare focal firms from the different industries to their respective industry 

peers. The tables below presents the discretionary accruals for industry attained with the 

different Jones models. To facilitated the readers understanding and conserve space we 

present only the Jones Model (1991) and the Modified Jones Model. These two models were 

chosen for presentation since they are the most widely recognized discretionary accrual 

models and since the models that include a constant show similar results. 
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Industries  Mean        Min.   1st Quart.   Median   3rd Quart. Max.   T-value     P-value  

 

Consumer Goods Jones 

      Focal 

      Control 

 

Consumer Goods Mod.Jones 

     Focal 

       Control 

 

Financials Jones 

      Focal 

      Control 

 

Financials Mod.Jones 

      Focal 

      Control 

 

Industrial Jones 

      Focal 

      Control 

 

Industrial Mod.Jones 

      Focal 

      Control 

 

 Infreq. Purch. Goods Jones 

      Focal 

      Control 

 

Infreq. Pur. Goods Mod.Jones 

      Focal 

      Control 

 

Information Tech. Jones 

      Focal 

      Control 

 

Information Tech. Mod.Jones 

      Focal 

      Control 

 

 

 

 

   -0,01589     -0,12251    -0,11180       -0,01721        0,08133   0 ,09337 

   -0,00806     -0,1868      -0,05140       -0,01239        0,03500   0,12902 

 

 

   -0,0264       -0,0987      -0,0944          -0,02349       0,03871      0,0397          

   -0,0089       -0,1677      -0,0501          -0,01337       0,03060      0,1382 

 

 

   0,02067       -0,5686      -0,0379            0,0147        0,0767      0,4732 

   0,0165         -0,5564      -0,0528            0,0004        0,0583      0,9423 

 

 

   0,0139          -0,5600      -0,0466          0,0114        0,0972        0,3703 

   0,0176          -0,5567      -0,0375          -0,0107       0,0525        0,9416  

 

 

   0,0689          -0,0482      -0,0215          0,01796      0,1615        0,2504 

   0,0116          -0,3701      -0,0290          0,00562      0,0533        0,3840 

 

    

   0,0551          -0,0655      -0,0238         0,01727       0,1554        0,1980 

   0,0116          -0,3701      -0,0286         0,00560       0,0530        0,3840 

 

 

  -0,0120         -0,0827       -0,0470        -0,01464      0,0430         0,1265 

  -0,0229         -0,4198       -0,0787        -0,02214      0,0348         0,2194  

 

 

  -0,0026          -0,0819       -0,0419        -0,0171        0,0419        0,1271 

  -0,0150          -0,3924       -0,0631        -0,0136        0,0476        0,2667 

 

 

  0,0974           -0,2271       -0,1680        -0,0057       0,4560         0,6512 

  -0,005            -0,4285       -0,0617        -0,0073       0,0491         0,5331 

 

 

  0,0862           -0,2741       -0,1776         -0,0051     0,4558          0,6458 

  -0,0014          -0,4281       -0,0577         0,0008       0,0511         0,5315     

 

 

 

 

 -0,15                    0,891 

  

 

 

 -0,44                    0,689 

  

 

 

0,08                      0,938 

 

 

 

-0,07                     0,948 

 

 

 

1,72                      0,107 

 

 

 

1,6                      0,130 

 

 

 

1,01                      0,331 

 

 

 

0,59                      0,566 

 

 

 

0,81                      0,477 

 

 

 

 0,68                     0,524 

 

Table 4.3 - Industries 

 

The consumer goods industry contained 4 focal observations and 37 control 

observations. The mean level of discretionary accrual values, the 3rd quartile as 

well as maximum values, for the focal firms is lower than for the control firms, 

which is opposite of what is hypothesized. The standard deviation for the focal 

firms is higher, indicated by the wider IQR. In both of the Jones Models the 

control groups have a higher maximum value, although for 3rd quartile the focal 

firms have higher values. The P-values show‟s that there are no significant 

differences among the focal firms and the control firms. 

 

The financial & real estate industry contained 15 focal observations and 139 

control observations. The mean values among the compared groups are similar to 
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each other. The minimum values as well as 1st quartile values are also similar, 

however for the median values we can recognize a slight difference, especially 

with the Modified Jones Model where the result is positive for the focal firms 

compared to a negative result for the control group. The focal firm‟s show higher 

3rd quartile values while the control firms show a higher maximum value. The P-

values show no significant differences between the focal firms and control firms. 

 

Due to insufficient number of focal firms in the health industry we cannot 

present any relevant statistics in the table. The two focal observations had 

discretionary accruals of 0,4777 and -0,00031 calculated with the Jones Model, 

and 0,455539 and 0,008608 with the Modified Jones Model, which is higher on 

average than the control group who had -0,0143 mean discretionary accruals 

calculated with the Jones Model, and -0,0152 calculated with the Modified Jones 

Model. The differences between our focal and control firms are apparent because 

of higher means, however the differences aren‟t significant. 

 

The industrial firms have 13 focal observations and 251 control observations. The 

mean values for the focal firms in the industrial category are higher than the 

control firms in the industry. This show‟s that the values of discretionary 

accruals in the focal firms are on average higher. The minimum value of 

discretionary accruals is lower for the control group, which means the lowest (or 

most negative observation) is lower for the control group. The ranges for the 

control firms are wider than the control firms which suggest that the 

observations have more dispersed values. The standard deviation is higher for 

focal than for control firms. The interquartile range for the focal firms is greater 

despite the fact that the 1st quartile is fairly similar which implies that the 

discretionary accruals tend to be more positive for the focal firms compared to the 

control firms. The distribution for the focal are positively skewed since the mean 

is higher than the median, which indicates higher values of discretionary 

accruals, while the control firms have a reasonably similar mean and median and 

are approximately normally distributed. The t-tests show‟s a P-value of 0,107 

when measuring the significance of the difference between the focal and control 
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group using the Jones Model. The difference of the two groups with Modified 

Jones Model receives a P-value of 0,130. The analysis with the constant-models 

show similar results and didn‟t show significant values and therefore it is not 

relevant to present. 

 

The numbers of focal observations in the infrequently purchased goods industry 

are 10 and these are compared to 129 control observations. For the infrequently 

purchased goods industry the focal group have a slightly higher mean than the 

control group for the discretionary accruals. The range and interquartile range 

for the focal firms are lower than the control firms. The P-values indicates no 

significant difference of the focal firms and the control firms in either model. 

 

For the IT industry there are 7 focal observations and 156 control observations. 

The mean discretionary accrual values for focal firms are higher than for control 

firms for both models. Focal firms have a larger spread in discretionary accruals 

for all Jones models, leading to a higher standard deviation. Using the Jones 

Model both focal and control firms have a mean that is larger than the median. 

The same is also true for focal firms when using the Modified Jones Model. The t-

tests show that there are no significant differences between focal and control 

firms. Results are similar when using models including a constant but show 

worse significance levels and are therefore not presented. 

 

4.3 Hypothesis 3.   

 

H3: Firms close to the Small to Midcap borders manage their earnings upwards 

in a wider extent than the other firms listed on the Stockholm Stock Exchange. 

 

The tables below present statistical data from the focal firms close to the 

Small/Midcap border and all of the control firms in order to present the 

difference in discretionary accruals and its distribution. The number of focal 

observations is 30 and is compared with 814 control observations. 
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Small/Midcap Border firms 

vs all control firms 
 Mean        Min.   1st Quart.   Median   3rd Quart. Max.   T-value     P-value  

 

 

 

 

With the Jones Model 

      Focal 

      All 

 

With the ModifiedJones Model 

      Focal 

      All 

 

With the Const. Jones Model 

      Focal 

      All 

 

With the Const. Mod Jones 

Model 

      Focal 

      All 

 

 

 

 

 

 

 

 

    0,07414     -0,2271      -0,03268       0,01634       0,13445      0,65122 

   -0,00053     -0,5564      -0,04658      -0,00299       0,04888      0,94235 

 

 

    0,05103     -0,3693      -0,06114        0,01438      0,13215      0,64589          

   -0,00147     -0,5673      -0,04591       -0,00193      0,05109      0,94163 

 

 

   0,07051      -0,2251       -0,01631      0,04327       0,11847      0,67421 

   0,08735      -0,4514       -0,03389      0,00514       0,05859      0,73084 

 

 

    

  0,06781       -0,2724        -0,0222        0,03763       0,11784     0,64874 

  0,08735       -0,4523        -0,0398        0,00541       0,06027     0,83890 

 

 

 

 

 

 

 

 2,12                 0,041** 

                           

 

 

1,23                      0,229 

                        

 

 

1,90                    0,067* 

 

 

 

 

1,76                    0,090* 

 

 

Table 4.4 – Small/Midcap focal firms compared to all other firms on OMX. ** Significant. * Marginally significant. 

 

The calculation with the Jones Model supports our hypothesis since both mean 

and median are higher for the focal group compared to the control firms and the 

P-value is 0,041 which makes the difference between the groups statistical 

significant on a 5% level. The distribution for the focal group is positively skewed, 

while the control group is slightly negatively skewed. The maximum value is 

higher for the control group, however the 3rd quartile as well as the 1st quartile is 

higher for the focal group which indicates a higher values within the 

interquartile range. 

 

The other versions of the Jones Models show‟s similar patterns, however the t-

tests show‟s higher P-values. The Constant Jones Model and the Constant 

Modified Jones Model show that the results are marginally significant, while the 

Modified Jones Model show‟s no significance at the 10 % level. 

 

4.4 Hypothesis 4. 

 

H4: Firms close to the Small to Mid border manage earnings upwards in a wider 

extent than firms close to the Mid to Large border. 
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For testing this hypothesis we compare the 30 focal observations close to the 

Small/Midcap border to the 20 focal observations close to the Mid/LargeCap 

border.  

 

Small/Midcap border firms 

vs Mid/Large Cap border 

firms 

 

 Mean        Min.   1st Quart.   Median   3rd Quart. Max.   T-value     P-value  

 

 

With the Jones Model 

      Small/Mid 

      Mid/Large 

 

With the ModifiedJones Model 

      Small/Mid 

      Mid/Large 

 

With the Const. Jones Model 

      Small/Mid 

      Mid/Large 

 

With the Const. Mod Jones 

Model 

      Small/Mid 

      Mid/Large 

 

 

 

    0,07414     -0,2271      -0,03268       0,01634       0,13445     0,65122 

   -0,02027     -0,4679      -0,07084      -0,01200       0,05443      0,13012 

 

 

    0,05103     -0,3693      -0,06114        0,01438      0,13215      0,64589          

   -0,00206     -0,2318      -0,07604       -0,01254      0,04712      0,31304 

 

 

   0,07051      -0,2251       -0,01631      0,04327       0,11847      0,67421 

   0,02464      -0,1268       -0,04264      0,02575       0,06292      0,21358 

 

 

    

  0,06781       -0,2724        -0,0222        0,03763       0,11784     0,64874 

  0,03718       -0,1234        -0,0465        0,02912       0,08049     0,26701 

 

 

 

2,1                    0,041** 

                        

 

 

 1,11                     0,272 

  

 

 

1,22                      0,231 

 

 

 

 

0,75                      0,455 

 

Table 4.5 – Small/Midcap focal firms compared to Mid/LargeCap focal firms. ** Significant. 

 

Firms close to the Small to Mid Cap border have means that are higher than 

their medians, indicating a positively skewed distribution using all tests. Firms 

close to the Mid to Large Cap border vary and have means and medians that are 

fairly similar indicating a normal distribution. Small/Mid firms have higher 

means and medians and also show larger values for first and third quartile and a 

higher maximum value, than those in the Mid/Large group. Those in the 

Small/Mid-cap group show a wider spread and a higher interquartile range than 

those in the Mid/large group, and Small/Mid group also have a higher standard 

deviation. Our results from the Jones Model are significant at the 5 % level while 

the other three models are not significant at an acceptable level. 
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5. Analysis 

The first test we performed was comparing the focal firms to all other firms on 

the market in order to test hypothesis one; that firms close to the borders manage 

earnings in a wider extent than others. The test showed overall higher mean, 

median and 3rd quartile discretionary accrual values for the focal firms, which 

indicate that they manage their earnings upwards in a wider extent than other 

firms on the Stockholm Stock Exchange. However, the differences were not 

significant at a 10% level. The Jones Model with the lowest P-value was the 

Constant Modified Jones Model, and the one with the second lowest was the 

Constant Jones Model. If we had assumed equal variance when performing the t-

tests, our significance level would have improved considerably for all models. The 

same result would have been achieved with all our hypothesises.  

 

Dechow et al. (1995) argued that if one don‟t reduce change in sales with the 

change in receivables, one wouldn‟t consider earnings management related to 

revenues. Models including a constant have been argued to improve the model 

since it reduces errors from size issues who are not mitigated by standardizing 

the model through lagged total assets (Kothari et al., 2005). Size plays an 

integral part in our study since our focal groups are defined by a size measure, 

namely market capitalisation, it is important to be mindful of the effects it plays 

in the model and for our results. Another issue to address is the performance 

effect, firms manage their earnings differently with different performances; firms 

with negative or low performance may manage their earnings upwards, and vice 

versa. Some accruals might also be motivated by performance. Inclusion of a 

constant and performance matching have been shown to have lower mean and 

median level of discretionary accruals on stratified samples compared to 

traditional models which indicates a higher predictive power of models with a 

constant and a neutralisation of the performance effect (Kothari et al., 2005).  

 

The comparison of focal firms and a firm matched on performance in the same 

industry showed higher minimum mean, median, 3rd quartile and maximum 

discretionary accrual values for the focal firms. The Jones and Modified Jones 
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Model did not show any significant difference at any level, the Constant Jones 

Model showed a P-value of 0,121 which is not significant at a 10 % level. The 

Constant Modified Jones Model, the model with the best prediction power, 

showed a marginally significant difference with a P-value of 0,085. 

 

We were unable to reject the null hypothesis that the focal firms manage their 

earnings more than there industry peers. None of the tests showed differences 

between our focal firms and their respective control forms discretionary accruals 

with a 10% significance level. Our most significant results were found in 

Industrials using the Jones Model where we achieved a P-value of 0,107 when 

testing focal firms against control firms which can be considered close to 

marginally significant, however not close enough to draw conclusions that the 

differences are significant. The models have been shown to require a large 

amount of data to correctly specify its parameters (Teoh et al., 1998). The mean 

and median discretionary accrual values are overall fairly similar between focal 

and control groups, except for IT and Industrial firms.  

 

Since we achieved our most significant results in the industries with the most 

observations, it is tempting to speculate if our results would have been different 

if we were able to use a larger sample. In order to get sufficiently large control 

groups to feel somewhat comfortable in our specification of the model parameters 

we were forced to use an industry specification that sometimes contains 

companies that are a bit more diverse regarding the structure of their balance 

sheets than what would have been optimal. However, the industry specification 

we used is the official for the Stockholm Stock Exchange. 

 

In all our tests, the focal firms have a higher standard deviation than our control 

firms. This is expected if we have some firms in our focal group who choose to 

manage their earnings upwards and some who don‟t manage their earnings 

upwards. This would lead to a bimodal distribution of discretionary accruals 

where the right mode consists of those who manage their earnings upward and 

the firms in the left mode don‟t. 
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The minimum discretionary accrual value are substantially less negative for the 

Small/Mid Cap firms compared to the other firms on OMX, the 1st quartile values 

are less negative, the mean and median values for the focal firms are 

considerably higher, as well as the 3rd quartile values, despite the fact that the 

maximum values for the other firms are notably higher. Using the Jones model 

we find the difference between the groups to be statistically significant at the 5% 

level which show that firms close to the Small/Mid-cap border manage their 

earnings upward more than other firms. Both the Jones and the Modified Jones 

model with a constant show marginal significance. Since Kothari et al., (2005) 

argue that the inclusion of a constant reduces problems related to size, a part of 

the difference between the Jones model and the models which include a constant 

can possibly be attributed to that the models with a constant have a better ability 

to compensate for size effects.   

 

The Jones Model finds result that indicates that firms close to Small/Mid Cap 

manage their earnings in a higher extent than firms close to Mid/Large Cap. The 

Jones Model is significant at a 5% level while the other versions of the model fail 

to reject the null hypotheses at any statistically significant level.  It is important 

to consider the effects from the size difference of the group since the models who 

are argued to be superior at compensation for size effects, ergo, those with a 

constant (Kothari et al ., 2005) show such “weak” p-values. This leads us to 

believe that some of the differences between the groups can be attributed to 

relative size effects on accruals since the Jones model with a constant show 

considerably less significant results. It is interesting to note the difference 

between the Jones and the Modified Jones Model. This difference must be due to 

change in receivables.  The Small/Midcap firms had higher 1st quartile, mean, 

median, 3rd quartile and maximum values which indicates that the Small/Midcap 

firms are more prone to manage their earnings than the Mid/Large firms as the 

literature review suggests.   
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Compensation for size effects in a model for earnings management posses a 

potential problem since there are theoretical reasons to expect that small firms 

manage earnings more than large firms since small firms are under less analyst 

and investor scrutiny. Therefore, giving to much consideration to the affect of size 

on accruals runs the risk of giving small firms a carte blanche with regards to 

earnings management. 

 

6. Concluding Remarks & Implications 

Studies have shown that prior to IPO and SEO firms manage their earnings to a 

greater extent and also that the market misprice these equities as a consequence. 

This earnings management is done trough discretionary accruals. We found a 

marginal significant difference with higher discretionary accrual values for the 

focal firms when testing all our focal firms against performance matched firms 

with the Modified Jones Model with a constant. When testing Small to Mid cap 

firms against all other firms we achieved a significant difference at the five 

percent level with one model, and two models where significant at the ten percent 

level with higher discretionary accrual values for the focal firms. Therefore, we 

conclude that small firms close to that border manage their earnings to a wider 

extent than other firms listed on the Stockholm Stock Exchange. Regarding the 

different industries the only one close to being significantly different was our 

most numerous one, consisting of industrial firms. 

 

When testing all our focal firms against all our control firms we achieve a lower 

P-value for the models which include a constant. Kothari et al., (2005) suggests 

that inclusions of a constant leads to a model with better predictive power since it 

considers size effects and argues for using this in combination with performance 

matching. When we tested following Kothari et al., (2005) suggestion it showed 

marginally significant difference between the focal firms and the performance 

matched control firms with higher discretionary accruals for the focal firms. 

Kothari et al., (2005) is the most recent notable contribution to the earnings 

management research and their approach is the most appropriate for our study 
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since for us; size matters. It is important for us to be mindful of size effects since 

our focal firms are defined by a size measure, namely market capitalisation.  

 

It is evident that when using any discretionary accrual model it is important to 

have a sufficiently large number of observation, both for estimating the variables 

in the models and for achieving statistically significant results due to the 

standard deviation issues. A suggestion for future research is to increase the time 

period examined when more years have become available or to test it on a larger 

market with a similar market structure.   

 

From our study it is possible to draw the conclusion that small firms close to the 

border manage up earnings to a wider extent than other firms. They also manage 

their earnings more than those close to the large border. This has implications for 

stock market participants since they run the risk of overpaying for these 

securities since investors tend to overprice discretionary accruals. Increasing the 

knowledge of capital market participants leads to more efficient capital 

allocation. Our findings are also relevant for auditors since they need to be more 

vigilant when auditing a client firm close to a market cap border. It is possible 

that these results are due to models inability to correctly specify earnings 

management. A lot of research to determine if, and by how much, earnings are 

managed have been performed and there still might exist room for improvement 

with better specified models.  
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