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Abstract

We utilize Ordered Probit Model to explore the relationships between credit
ratings and earnings management for all Taiwan public holding companies from
1997 to 2002, except for the banking and insurance industries. During our study
period, credit ratings changed a lot for most firms. We find the relationships
between credit ratings and the accrual accounting items for earnings management.
Firms with better credit ratings tend to use long-term accrual items for earnings
management; on the other hand, firms with inferior credit ratings use current
accrual items to manipulate earnings. We also find that if the firm tries to
maintain its credit ratings level, it would use more accrual items for earnings
manipulation and credit ratings. Our findings indicate that the average credit
ratings of electronics manufacturing company are better than rest of our studied
sample firms. This implies that electronics manufacturing firms, along with other
better credit rating firms, have the tendency to focus more on long-term than
short-run.

Keywords Crediting rating, Earnings management, Accrual accounting items,
Ordered probit model



1. INTRODUCTION

The 1998 Asian financial crisis, the change in regulatory environment of financial
industry, low interest rates environment, and the increasingly volatile fluctuation in
economies for the last decade had a great impact on Taiwan’s industries. The indirect
effect from all the mentioned factors was reflected on the credit ratings as well.
Therefore, this study is interested in whether the management will manipulate the
earnings to maintain or lower its debt covenant restrictions. The motivation of this
research is to investigate whether the credit ratings of Taiwan firms were constrained by
the various conditions and whether the credit ratings were manipulated by earnings

management.

Previous researches on credit ratings discussed the various issues from the
investor’s perspective. For example, the change of credit rating may affect the
investment returns, stock prices or a firm’s value (Zaima and McCarthy, 1988; Klifer
and Sarig, 2000). Datta and Dhillon (1993) indicated that with worse credit ratings, the
earning announcement would have influence on the confidence of investors for the firm.
Ortega and Grant (2003) argued that management could manipulate the earning by the
GAAP (Generally Accepted Accounting Principles) rules to meet the expectation of
investor or financial analyst. In our study, we would investigate whether the Taiwan

enterprise manage earning to achieve the expected credit ratings.

For the recent years, bigger corporations no longer desire to manage their earnings
to meet demand of analyst or investor’s short-term investing operations. These firms,
for example, Coca-Cola, Intel and Gillette, are looking out for long-term financial
health and the consensus is the long-term financial health is more important than the
short-term one (McKay and Brown, 2002). Credit rating is not only to demonstrate one
company’s solvency but also the evaluation of other objective factors, such as
profitability, competitiveness, etc., to determine the financial health condition of a firm.
If a firm focuses more on long-term development in business, it will increase its capital
spending to ascertain the future profitability. In the meantime, the firm will increase its
cash flow and try to keep the growth rate constant to smooth the earning fluctuation
(Burgstahlet and Dichev, 1997). Our research is interested in whether the management
of Taiwan firms focuses more on long-term growth factors and whether the company

manages earning to maintain or upgrade its credit rating.

Watts and Zimmerman (1986) indicated that company would increase its earning to
dodge the possible adverse changing condition in debt covenant. DeFond and Jiambalvo
(1994) contended that, in the case of default, the management would try to alter the total

accrual accounting items and the cost of working capital to lower the possibility of



4 Journal of Accounting and Cor porate Governance

default. Our study will investigate the relationship between debt covenant and earnings
management for Taiwan corporations. In other words, will Taiwan firms try to manage

their earnings to maintain or lower their cost of debt?

Other researches (Lai, 2002 and Hwang 2002) pointed out that the possibility of
smoothing earnings for higher profitability firms is lower than lower profitability firms.
If the degree of financial leverage is high, it has the tendency for the firm to smooth
earnings to stabilize the credit ratings to avoid the increasing financial risk, which will

have unfavorable impact on credit ratings.

Past researches on the issue of earnings management focused on accrual
accounting items to discover the phenomenon of earning smoothing. Our different
research direction is first to examine the whether there is a motivation for a firm to
manage earning to meet the expectation of certain level of credit ratings. Secondly, we
are also interested in whether the strategy of managing earning will change
accompanied by changing credit ratings condition. Last, we would study how the
significant changing economy will profoundly cause the dramatic change in credit
ratings and consequently whether the earning management strategy will change

significantly accordingly.

2. REVIEW OF LITERATURE

There are numerous previous researches in the subject of earning management, but
not many researches relate the credit ratings to earning management. Healy and Wahlen
(1999) had a very good review of the motivation of earning management, the degree of

earning management, the model evolution and its influence.

DeAngelo (1986) and Perry and Williams (1994) both discussed that there exists
an agency problem which prevents outsider from accessing the inside information. This
condition cause the investors could merely try to detect earning management from

financial statements.

Many research adopted Modified Jones Model, which generated the least error and
better estimate to detect the earning management (Dechow, Sloan and Sweeney, 1995).
But Modified Jones Model could not determine the absolute degree of earning
management. On the other hand, it is difficult for empirical research on the issue of the
window dressing effect of financial statement or the time to realize the expense (Ortega
and Grant, 2003).

Dechow and Sloan (1991) and Tech, Welch, and Wong (1998) discussed the

motivations and methodologies of earning management by screening detailed



accounting titles of earning management, discriminating the samples, and collecting the
original transaction slips and information to analyze the earning management
phenomenon. Our research focuses on the debt perspective to discuss the various issue

of earning management.

DeFond and Jimbalvo (1994) and Sweeny (1994) indicated that if the earning
management of a firm was motivated by debt covenant, the management in order to
lower or maintain the interest cost or debt covenant restrictions will manage accounting

to influence the debt-equity ratio.

Carlson and Bathala (1997), Watts and Zimmerman (1986), and Cheng (2001)
pointed out that the rise in debt-equity ratio would increase the possibility of insolvency,

so the firm will manage the earning to meet the debt covenant requirement.

There exist an agency problem between management and the shareholders and the
information asymmetry is the core of the agency problem. Therefore, the credit rating
from third party is more objective to convey a company’s information of solvency and
the evaluation of financial health to debt holders. Therefore, it will mitigate the
information asymmetry problem (Chen, 1999). We will discuss whether it is possible to

observe a firm’s earning management strategy through the change in its credit ratings.

The announcement of credit ratings could make the information asymmetry
problem less severe and reduce the abnormal return phenomenon. This will make the
investor to properly value a security. Griffin and Sanvicente (1982) and Kliger and Sarig
(2000) indicated that downgrade in credit ratings has an adverse effect on the firm,

which will reduce the company’s value and its stock price.

Zaima and McCarthy (1988) pointed out that upgrade in credit ratings will
generate abnormal return for corporate bond. The credit ratings do not only influence
the stock returns but also the bond returns. In our study, we will study whether
management will be able to maintain or upgrade its credit rating to obtain a lower cost
of capital and greater wealth redistribution, through earnings management to influence
the investor’s valuation for the firm.

Datta and Dhillon (1993) observed the fluctuation of earning management
condition. They found earnings surprise would affect the bond price. The positive

earning surprise will generate excess return for bondholders.

Goh and Ederington (1999) found that the bond price of a firm’s credit ratings in
lower level would be more sensitive to earnings surprise than the one with higher level.
In our study, we will investigate whether the earning management strategy will be

different for various credit ratings levels among corporations.
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3. METHODOLOGY

In our study, we first investigate the situations of earnings management for firms
with different crediting ratings. We utilize financial and credit ratings data from the
database of Taiwan Economic Journal from 1997 to 2002. Following samples are
excluded from our study: initial public offerings (IPOs)', seasoned public offerings
(SPOs), and banking and insurance industry. Our study covers 2,892 complete financial

and credit ratings data, which include 948 data from electronics industry.

There is a consensus that the electronics manufacturing industry plays a key role in
Taiwan economy, because of its competitive advantage, which reflects on high
profitability. Risk and returns for the industry are, on average, higher than other
industries, and the degree of earnings management is also different from other industries
(Belkaoui and Picur, 1984; Bagnoli and Watts, 2000; Ho, 2000; Huang, 2002). Hence,

we have a separate study for the electronicss industry.

The variables for analysis purpose are the accounting accrual items and the proxy
variables for income smoothing that had been defined by Eckel (1981). We adopt the
method of Teoh et al. (1998) to classify the accrual items into four parts. The proxy
variables for income smoothing are taken according to Eckel (1981). Definition of
credit ratings is referred to Taiwan Economic Journal (TEJ). Credit ratings variables are
tested against earnings management variables in order to observe their relationships and

the degree of manipulation by the management.
3.1THE VARIABLES

3.1.1 Accounting Accrual Variables

The selection of accounting accrual variables is based on Teoh et al. (1998)
research, which combined Modified Jones Model (Jones, 1991) and DSS Model
(Dechow et al., 1995). Therefore, the accrual variables are classified into four accrual
variables items (equation (1)). The four accruals are: discretionary current accruals
(DCA), nondiscretionary current accruals (NDCA), discretionary long-term accruals
(DLA), and nondiscretionary long-term accruals (NDLA). The four accruals are used to
estimate the current totals (CA). NDCA was defined by DSS model and the estimation

is from equation (4).
AC = DCA+ NDCA+ DLA+ NDLA (1)

CA= A (current assets cash)
A (current liabilities current maturity of long-term debt) 2)

! Many researches indicated that, the stock prices fluctuated significantly before and after the IPO. The
consequence is that the cash flow may fluctuate as well during the IPO period.
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AC Total Accruals

DCA Discretionary Current Accruals

NDCA Non discretionary current Accruals

DLA Discretionary Long-term Accruals

NDLA Nondiscretionary Long-term Accruals

DTCA Discretionary Total Accruals

PPE Plant, Property and Equipment

NDTAC,, Nondiscretionary Total Accruals

CA, The current total accruals of the ith company on year t

TA | The total assets of the ith company one year before year t

ASales,; The changes of the sales revenue of the ith company on year t

ARec;;  The changes of the accounts receivables of the ith company on year t

From equation (3), we could get o, and o, of each firm for each period, then

substitute o, and a, into equation (4). Then NDCA of each firm for each period can

be calculated from equation (4). In equation (5), we can get DCA after plugging in

the results of equation (3) and (4).
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From equation (6), we are able to get the coefficient of By, B; and B, for each firm
for each period, and then substitute each coefficient into equation (7) to get NDTAC, ;.
For equation (8), after deducting NDTAC,, from AC ,, we can getDTCA,. From
equation (9), we can get DLA; after deducting DCA , from DTCA . Finally, from
equation (10) we obtain NDLA; by deducting NDCA, from NDTAC,.

3.1.2 Income Smoothing variables

We adopt Eckel (1981) income variability approach for income smoothing analysis.
Eckel modified the traditional income variability model developed by Gorden et al.
(1966). If the variability of income is smaller than the variability of sales, it indicates
that there is an income smoothing behavior. To calculate the income variability

approach, the data with negative value should be deleted. The model is described below:
CY=CV,, /CV,g (11)
CV,,  the variation coefficient of the income changes of the ith company

CV,s the variation coefficient of the sales changes for the ith company

When CY 1: the company does not smooth income.

When CY<1: the company does smooth income

3.2 THE MODEL

We applied ordered probit model> (OPM) for hypothesis testing analysis. The
ranking of the credit ratings from TEJ is from 1 to 10. “1” indicates the best credit rating
while “10” indicates the worst credit rating. TEJ named the credit ratings index as TCRI
(Taiwan Corporate Credit Risk Index). TCRI data are qualitatively ordered data. OLS is
not suitable for analyzing this type of data. The OPM utilizes maximum likelihood
estimation (MLE) approach to analyze data that are not normally distributed, not ranked
by equal intervals such as credit rating variable Yis (see equation (12) and (13)). If
there are no liner relationships between dependent variables and independent variables,

MLE is able to reduce the estimation error.

The independent variables of our model are DCA, NDCA, DLA, NDLA, and CY.

The cross sectional data from year 2002 used for analysis are applied to equation (12).

Y.« =By +B,DCA, +B,NDCA, +B,DLA, +B,NDLA, +B;CY, +¢; (12)

?, For the detailed discussion of this model, see Econometric Analysis (5th ed.), William H. Greene, 2003,
Prentice Hall.
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The coefficient of CY is not significant, and it seems that it also weakened the

explanatory power of other variables. Please see table 6 and table 10 for the results of

CY and its z-value. Therefore, we took away CY from equation (12) and formed

equation (13) to observe the relationships between credit ratings and accrual items.

Yi: =By +B,DCA, +B,NDCA, +B;DLA  +B,NDLA +&;,

e, ~ N(0,1);

Y= 1,2,3,4,5,6,7,89,10

4. EMPIRICAL RESULTS

41 THE INCOME SMOOTHING PHENOMENON

t=1997

(13)
..... 2002

We examined all industries, except for banking and insurance industries, from TEJ
database. Total of 2,892 sample data for this study have the complete annual financial
reports data and credit ratings data, ranging from 1997 to 2002, including 924 data from
the electronics companies. 624 companies in our study are traded in TSE (Taiwan Stock
Exchange) and 401 companies are traded in OTC (Over-The-Counter) market.

Table 1 Income Smoothing For All Industries

Industries Number of Total % ofthe  Industries = Number of Total % of the
Smoothing Industry Smoothing Industry
Cement 1 8 12.50% Steel 8 32 25%
Food Products 5 32 15.63% Rubber 3 10 30%
Mechanical 14 41  34.15% Transportation- 3 4 75%
Electric General
Weaving 18 53 33.96% Construction 24 51 47.06%
Plastics 24 29.17% Transportation 3 20 15%
Wire/Cable 5 16 31.25% Tourism 10 50%
Chemical 10 45  22.22% Department Store 2 15 13.33%
Glass 33.33% Others’ 19 50 38%
Paper 5 71.43% Electronics 114 391  29.16%
Total 248 815  30.43%

3. According to TEJ, others include leather, furniture, printing, public utilities, news and magazines, cable
TVs, broadcasting and securities. In this category, there are 24 stocks traded in TSE, 16 stocks are

traded in OTC.
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For the purpose to determine the degree of income smoothing, the integrity of
financial data is essential, and the firm’s stock should be traded publicly more than one
year. Any negative income data would be excluded for analysis. Table 1 shows the
number of companies in each industry, which might engage in income smoothing. By
the end of 2002, there were about 30% of all firms we studied exercised income
smoothing. Papermaking and construction industry have the highest rate of utilizing
income smoothing in our study. On the hand, cement, food products, department store,
and electronics industry show relative lower rate in income smoothing. In general, the

income smoothing strategy is not a common practice for all industries.

4.2 DISTRIBUTION OF CREDITING RATINGSAND THE DISTRIBUTION OF
CHANGES

Only companies contain complete credit ratings data will be studied. We
categorized TCRI into five groups. Ranked 1 or 2 in TCRI is considered as the best.
Ranked 3 or 4 will be considered as the better rating. Ranked 5 or 6 will be considered
as the mediocre. Ranked 7 or 8 will be considered as the worse one and ranked 9 or 10

will be considered as the worst.
4.2.1 Credit Ratings Distribution of All Industries (Excluding Electronics I ndustry)

Table 2 demonstrates the percentage of companies being ranked in the best ratings
range in 1997 was 6.10% and, after 1997, it became less than 1%. This indicates that

there were fewer firms were able to get the best rating since 1997.

Table 2 Distributions of Credit Ratingsfor All Industries (Excluding Electronics)

Credit Rating Best Better Mediocre Worse Worst

ratings ratings ratings ratings ratings
1997 6.10% 48.17% 31.71% 20.12% 0.61%
1998 0.86% 27.04% 32.62% 40.34% 3.00%
1999 0.99% 20.72% 33.88% 45.39% 4.28%
2000 0.27% 17.60% 36.00% 46.40% 6.93%
2001 0.23% 15.73% 35.68% 48.59% 11.27%
2002 0.45% 18.10% 36.88% 45.02% 11.09%

The percentage of the worse and the worst ratings groups increase during our
studied period. The mediocre ratings group also grew up gradually. During the Asian

financial crisis period, the percentage of worse ratings group grew up to 40.34% and the
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better ratings group dropped to 27.04% from 48.17%. This indicates that the credit
ratings of Taiwan companies decreased since the middle year of 1997. In the year of
2001, because of the financial reform in regulatory environment and the low interest
rate environment, the overall credit ratings then improved. The percentage of better

ratings grew up a little bit and the percentage of worse rating went down a little bit.

Table 3 shows changes in credit ratings, excluding electronics industry. The ratio is
the ratio of credit ratings of this period to the credit ratings from previous period. We
categorized the changes into three groups: upgrade, stable, and downgrade. We could
observe from table 3 that it is difficult for firms to stabilize credit ratings from 1997 to
1998; many firms were downgraded during this period. The downgrade percentage had
improved from 60.09% to 8.37% from 1998 to 2002, a similar situation also happened
to the stable credit rating group. These changes indicate that the overall credit ratings
were improving since Asian financial crisis. This implies that the macroeconomic

situation still dominates the changing direction of corporate credit ratings.

Table 3 Distributions of changes of credit ratings (Excluding electronics)

Changes of rating Upgrade Stable Downgrade
1997 3.05% 82.32% 14.63%
1998 6.01% 33.91% 60.09%
1999 5.26% 69.41% 25.33%
2000 2.40% 65.33% 32.27%
2001 5.16% 76.76% 18.08%
2002 18.78% 72.85% 8.37%

4.2.2 Crediting Ratings Distribution of ElectronicsIndustry

From Table 4, the percentage of best credit ratings group in 1997 is 18.07%, then
dropped to 7.41% in 1998 and kept dropping to 1.97% in 2002, even lower than the

percentage of worst credit rating group of 2.22%.

Table 4 also indicated the percentage of better credit ratings group kept falling. The
percentage of the worse credit rating group was relatively stable. The percentage of
mediocre group gradually improved. In 2002, there were almost 54% of the electronics
firms were in mediocre ranking group. Both Table 4 and Table 5 revealed that, in 1997,
the overall credit ratings of electronics industry were superior to all other industries in
our study. In recent years, the credit ratings of electronics companies gradually fell and
clustered in the mediocre ranking group. The change of credit ratings in electronics
industry was greater than any other industries. From 2000 to 2002, the firms that could
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maintain their credit ratings in a stable manner were around 65% to 70%.

Table 4 Distributions of Credit Ratings of Electronics Industry

Credit Rating Best Better Mediocre Worse Worst

ratings ratings ratings ratings ratings
1997 18.07% 66.27% 18.07% 15.66% 0.00%
1998 7.41% 38.89% 31.48% 29.63% 0.00%
1999 5.00% 35.71% 40.00% 24.29% 0.00%
2000 3.40% 28.64% 48.06% 23.30% 0.00%
2001 2.36% 24.66% 52.36% 22.97% 1.69%
2002 1.97% 19.46% 53.69% 26.85% 2.22%

Table 5 also implies that the changes of economic environment influence the
electronics industry more than any other industries. In 1997, almost 67% of the

electronics firms suffered the financial crises and their credit ratings were downgraded.

Table 5 Distributions of Changes of Credit Ratings of Electronics

Changes of rating ~ Upgrade Stable Downgrade
1997 10.53% 73.68% 15.79%
1998 3.45% 29.31% 67.24%
1999 11.96% 54.35% 33.70%
2000 7.09% 69.50% 23.40%
2001 9.69% 65.50% 24.81%
2002 9.14% 69.81% 21.05%

4.3 REGRESSION ANALYSIS

This study utilizes equation (12) and equation (13) to investigate the relationship
between credit ratings and the discretionary accruals. Through OPM, we first
normalized the credit ratings, and then utilized the maximum likelihood estimates (MLE)
method to estimate the coefficients of the explanatory variables. If financial data were
not complete, or the data contained those companies that had IPOs or SPOs during the

study year, these data were excluded from the regression analysis.

4.3.1All Industries

Table 6 indicates the relationships between credit ratings and the accruals by
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examining the earnings management strategies of all industries. The results indicate the
income-smoothing variable (CY) has no relationship with credit ratings. Table 6 also
shows that companies tend to utilize DCA and NDCA to influence credit ratings. Both
DCA and NDCA are current accruals, which imply that companies do intend to manage

earnings through current income and expenses recognitions.

If we exclude the data of those companies that are ranked mediocre from the
regression analysis, then we could categorize all the companies into two groups. The
companies with credit ratings less than 5 are one group and called superior ratings
group (TCRI<S). The other group, which TCRI is greater than 6, are called inferior
ratings group. The last two columns of Table 6 indicate that there are significant
differences in earnings management between these two groups. The superior ratings
group firms utilize discretionary long-term accruals (DLA) and nondiscretionary
long-term accruals (NDLA) to manage earnings. However, the inferior ratings group
firms tend to use discretionary current accruals (DCA) and nondiscretionary current
accruals (NDCA), which indicate these companies intend to influence credit ratings by

manage earnings through current income and expense accounts.

Table 6 Regression Resultsfrom All Industries

All ratings All credit ratings TCRI<5 TCRI>6
Only 2002 All years  1997-2000
Intercept 1.9627 3.4999 4.069 -0.9471 2.4665
z-value (6.02) (16.78) (12.01) -(3.29) (10.71)
DCA *%5.3659  **2.9435 *#2.1309 -1.2176  **3.0709
z-value (4.28) (5.33) (2.56) -(1.10) (4.71)
NDCA *%0.5346  **2.3381 0.3294 0.1228  **1.6375
z-value (2.90) (2.80) (0.35) (0.04) (1.76)
DLA -3.6626 0.9452 1.328 **-11.0822 1.0356
z-value -(1.06) (0.58) (0.58) -(2.84) (0.52)
NDLA -4.0364 -0.4048 -1.6157  *-8.1968 0.3709
z-value -(0.85) -(0.18) -(0.53) -(1.74) (0.12)
CY 0.1121
z-value (0.55)
Log likelihood -230.25  -1495.75 -805.6 -402.4  -1001.65
-2 log likelihood 460.5 2991.5 1611.2 804.8 2003.3
DF 199 976 729 266 504

*Significant at the 0.1 level; ** Significant at the 0.05 level
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We then run the regression again without the CY variable and only select those
companies went through credit rating changing situation. In this regression, we also
further divide the studied period into different periods, i.e., all years, all changes from
1997-2000, all changes from 2001-2002, the results of better ratings from all years, the
results of inferior ratings from all years, and the results of inferior ratings from 1997 to
2000. The regression results are listed on Table 7. The results demonstrate that there are

different relationships of credit ratings with different accruals under different situations.

Table 7 also indicates, before 2000, that those firms utilized long-term accruals,
but after 2001, firms tend to utilize DCA and NDCA, both are current accounting items.
For the firms with superior ratings, they seem tend to have long-term planning by
utilizing discretionary long-term accruals (DLA). For the firms with inferior ratings
tend to utilize both DCA and DLA, that means utilize both current and long-term

accruals to mange earnings to influence credit ratings.

Table 7 also indicates that from 1997 to 2000, the significant accruals item for

inferior ratings firm to influence the credit ratings is DLA, the long-term accruals.

Table 7 Resultsfrom All Industries (Exclude Electronics) with Changesin TCRI

All credit ratings that have changed TCRI<5 TCRI >6
All years 1997-2000 2001-2002 All years All years 1997-2000
Intercept 2.1989 1.9398 24509  -1.3045 1.0725 1.1246
z-value (6.67) (4.36) : -(2.06) (5.48) (7.14)
DCA *1.3903 0.5983  *5.5418  -3.4689 **1.5026 1.0105
z-value (1.80) (0.72) (1.79) -(1.64) (2.20) (1.22)
NDCA 3.1274  -3.1112 **25.8341  -1.1045 1.8336 -3.4487
z-value (1.47) -(1.37) (2.11) -(0.20) (0.99) -(1.46)
DLA **4.2734  **4.7482 0.194 *-17.4754 *2.4701 *2.6715
z-value (2.27) (2.30) (0.05) -(1.76) (1.75) (1.74)
NDLA -0.03724  -0.1531 1.1686 -14.6218 -1.5176 -1.6525
z-value (0.99) -(0.06) (0.15) -(1.51)  -(0.69) -(0.68)
log likelihood -593.4  -390.75 -188.1 -80.65  -418.55 -272.55
-2 log likelihood ~ 1186.8 781.5 376.2 161.3 837.1 545.1
DF 528 370 194 91 279 189

*Significant at the 0.1 level; ** Significant at the 0.05 level

We separate those firms with upgraded or downgraded credit ratings during the
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studied period and the regression results are on Table 8. The result indicates that all the
firms with either downgraded or upgraded utilize discretionary long-term accruals
(DLA) to manage earnings and manipulate credit ratings. Only the inferior ratings
groups with downgrade show these firms tend to utilize discretionary current accruals
(DCA) to affect credit ratings.

Table 8 Regression Resultsfor Downgrade and Upgrade Credit Ratings

Credit ratings that have Credit ratings that have been
been upgraded downgraded
All up- All down-
TCRI>6 TCRI<5 TCRI>6
graded firms graded firms

Intercept 9.5072 31.7602 1.8504 -0.7052  0.9376
z-value (0.04) (31.69) (5.56) -(1.73) (5.02)
DCA 2.9679 5.751 1.1767  0.4373 **1.8692
z-value (1.16) (1.12) (1.37) (0.19) (2.51)
NDCA 10.9109 19.3148 -0.1099 52413  -0.2751
z-value (1.12) (1.01) -(0.05) (1.16)  -(0.13)
DLA *-38.0813 -34.205 *4.8354 -11.7286  2.2484
z-value -(1.77) -(1.09) (2.51)  -(1.52) (1.59)
NDLA -27.428 -19.2076 -0.861 -11.1267 -2.4156
z-value -(1.36) -(0.69) -(0.31) -(1.29)  -(1.05)
log likelihood -46.6 -27.6 -510.85 -42.2 -376.9
-2 log likelihood 93.2 55.2 1021.7 84.4 753.8
DF 140 22 442 49 250

*Significant at the 0.1 level; ** Significant at the 0.05 level

We also did a separate regression for those firms with stable credit ratings during
the research period. The result is shown on Table 9, which indicates that there are three
accruals items (DCA, DLA, and NDLA) are significantly related to credit ratings. Thus
it implies that maintaining stable credit ratings is not an easy job. Management seems to
have to manipulate all the necessary accounting items to achieve the target earnings and
credit ratings. For the firms with superior ratings tend to utilize current item (DCA) to
maintain stable credit ratings. These firms with inferior ratings tend to utilize long-term

accruals (DLA) to maintain stable credit ratings.
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Table 9 Regression Results of Firmswith Stable Credit Ratings

All stable firms TCRI<5 TCRI>6

intercept 3.4268 3.9401 1.5589
z-value (11.30) (7.74) (6.56)
DCA *%4.0226 *%5.0422 0.7551
z-value (4.80) (3.84) (0.75)
NDCA 1.3019 1.2219 -1.1271
z-value (1.40) (0.99) -(0.80)
DLA *%.8.0475 1.3061  **-9.5694
z-value -(2.93) (0.29) -(3.04)
NDLA **-11.7638 -1.1937 -0.9259
z-value -(3.33) -(0.18) -(0.24)
log likelihood -983.9 -591.55 -942.6
-2 log likelihood 1967.8 1183.1 1885.2
DF 877 375 544

*Significant at the 0.1 level; ** Significant at the 0.05 level

4.3.2 Electronics Industry

Many researchers suggest the electronics industry play a key role in the economy,
which they called the core business of industries (Belkaoui and Picur, 1984 Huang,
2002 Ho, 2000). Therefore, we study the electronics industry separately. We find the
credit ratings of those electronics firms are better than all other industries. Most of the
credit ratings of those firms are in the rank of TCRI=5 and the ratio of debt to equity is
about 80%, which is lower than any other industries. Since 1997, the credit ratings of
electronics firms declined continuously, the credit rating of the industry in 1998 is the
worst one and the credit ratings climb up steadily after 2000. However, the percentage
of firms with better ratings is falling continuously, indicating the poor economic

situation did influence electronics industry badly.

The regression results of income smoothing and the accruals with credit ratings for
electronics industry are shown on Table 10. Again, the income-smoothing variable is not
significantly related to credit ratings. Different from the regression results considered all
industries on Table 6, electronics industry has three significant accruals that are related
to credit ratings. They are DVA, NDCA, and DLA. This implies that electronics firms

do take more efforts to manage earnings to affect their credit ratings.
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Table 10 Regression Results of Accruals, ncome Smoothing
and Credit Ratingsfor ElectronicsIndustry

Only 2002 Allyears  TCRI<5 TCRI>6

Intercept 2.68 2.92 -0.43 2.22
z-value (4.99) (10.10) -(2.43) (9.82)
DCA *4.1876  **2.1706 -0.31 0.41
z-value (1.77) (3.44) -(0.49) (0.59)
NDCA **15.367  **5.4135 -0.03 2.36
z-value (2.72) (3.69) -(0.02) (1.56)
DLA 0.33  **3.1242 **-4.1418 **5.2964
z-value (0.07) (2.07) -(2.47) (2.84)
NDLA 8.85 3.63 *#*-.8.2574 **7.1509
z-value (1.10) (1.54) -(2.99) (2.41)
CY -0.10

z-value -(0.25)

log likelihood -31.4 -410.45 -305.75 -260
-2 log likelihood 62.8 820.9 611.5 520
DF 113 473 195 207

*Significant at the 0.1 level; ** Significant at the 0.05 level

Table 10 indicates that electronics firms will take current recognition of income
and expenses, plus utilize the long-term accruals to affect credit ratings. Column 4 and
5 in Table 10 indicate the results of regression from two different groups — one with
superior ratings (TCRI<S) and the other one with inferior ratings (TCRI>6) are similar.
Both indicate that two long-term accruals — DLA and NDLA are significantly related

to credit ratings.

We then studied those electronics firms with credit ratings with different situations,
which is similar the works in Table 8, except this time it is for electronics industry. The
regression results are slightly different from Table 8. Table 11 indicates all electronics
firms, firms with inferior ratings, and downgraded firms have two current accruals
(DCA and NDCA) significantly related to credit ratings. In the case of electronics firms
with upgraded ratings, then discretionary long-term accruals (DLA) are significant in
relating to earning management. The superior rating electronics firms with credit ratings

being downgraded only utilize the current accruals (DCA) to affect credit ratings.
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Table 11 Regression Results of TCRI Changesfor ElectronicsIndustry

Electronics firms with credit

. Upgrade Downgrade
ratings changed
All with All moved All moved
TCRI<S TCRI>6 TCRI<5 TCRI>6

changes ups  downs
Intercept 2.36 0.21 1.87 2.25 2.35 -0.17 1.84
z-value (5.53) (0.61) (6.54) (2.57) (4.65) -(0.31) (4.25)
DCA *¥*3209 -0.93 *1.9039  0.68  **3.4339 *5.4489 *1.8038
z-value (3.34) -(0.79) (1.96) (0.42) (3.18) (1.93) (1.80)
NDCA **9.1061 -0.87 **8.1096 3.91 *6.3678 592 **9.2984
z-value (3.08) -(0.37) (2.59) (0.89) (1.72)  (0.82) (2.33)
DLA 1.31 5.15 2.69 **-1599  3.08 -0.21 2.65
z-value (0.57) (1.35) (1.11) -2.15) (1.10) -0.03) (1.03)
NDLA -0.87 4.93 1.11 0.63 -1.95 -1.85 2.19
z-value -(0.25) (096) (0.66) (0.06) -(048) -0.25) (0.52)

log likelihood -208.2  -69.33  -199.6 -73.3 -181.6  -40.57 -138.9
-2 log likelihood  416.3  120.2  299.1 146.7 363.8 68.9 277.9
DF 263 56 121 81 204 33 113

*Significant at the 0.1 level; ** Significant at the 0.05 level

We run the similar regression in Table 9 for electronics firms with stable credit
ratings during our study period. The results in Table 12 are quite similar to the result
from column 4 of Table 11, which indicates the electronics firms utilize discretionary
long-term accruals (DLA) to affect credit ratings. The results are different from the

results from all industries of Table 9.

The electronics firms, either in superior ratings group or inferior ratings group, try
to maintain their credit ratings levels by utilizing the two long—term accruals — DLA and
NDLA. For all the electronics firms, we run the regression for all the stable, superior
and inferior credit rating. The results on Table 12 indicate only the discretionary

long-term accruals affecting the credit ratings.
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Table 12 Regression Results of Electronics Firmswith Stable Ratings

All stables TCRI<S TCRI>6
Intercept 3.37 -0.47 2.98
z-value (5.05) -(2.23) (6.74)
DCA 0.96 -0.63 -1.41
z-value (1.17) -(0.83) -(1.35)
NDCA 2.37 -1.56 0.27
z-value (1.45) -(0.75) (0.14)
DLA *3.4777 *%.5.6268 *%9.4586
z-value (1.70) -(2.77) (3.05)
NDLA 5.64  **-12.1247 *%12.4946
z-value (1.64) -(3.42) (2.61)
Log likelihood -187.8 -230.4 -102.5
-2 log likelihood 375.6 460.8 205
DF 403 155 98

*Significant at the 0.1 level; ** Significant at the 0.05 level

5. CONCLUSION

We study the relationships between earnings management and credit ratings for all
industries and electronics industry, excluding banking and insurance industries. The
sample data with IPOs and SPOs are also excluded. According to previous researches,
there is a motivation for firm to manage earning to control its financial leverage. Credit
ratings reflect the solvency of a company. This study explored the relationships between
credit ratings and the earnings management strategies and found that the accrual items
for earnings management may cause changes of credit ratings. The ordered probit model

is used for regression purpose.

Our research results indicate the credit ratings are affected by changes in economic
and financial environment significantly. In 1997, the Asia financial crisis drove the
credit ratings down to the worst status. Most companies’ credit ratings were
downgraded and the ratio of downgrading was much higher than the upgrading. From
2001, the financial industry reforms and the low interest rates environment drove most
companies’ credit ratings improved. The ratio of upgraded credit ratings is higher than
the downgrading ratio.

During the early stage of economic changes, management could only control or

adjust the companies’ credit ratings by managing earnings through current income and
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expense recognitions, or changing the ratio of current liabilities to current assets. After
2001, the financial reform policies and the low interest rate environment lowered the
borrowing costs, therefore improved the entire crediting ratings environment. Even
management tries to manipulate companies’ credit ratings; the entire economic situation
and the governmental regulatory policy in financial and banking can easily affect the

entire credit ratings situation.

We found that credit ratings are much significantly affected by discretionary
current accruals (DCA) and discretionary long-term accruals (DLA). This implies that
management tends to manipulate earnings through the recognition of current income
and expenses, plus utilizing property and plant equipments to manipulate earnings;

therefore, use more long-term accruals to manage earnings and credit ratings.

We cannot validate the relationships between credit ratings and income smoothing
variables. There are about 30% of the firms that practice income smoothing strategy;
indicating income smoothing is not a common practice among firms in Taiwan. This
study then implies that management probably tries to smooth income by managing

earnings, but could not utilize income smoothing to affect credit ratings.

Our results show that firms with better credit ratings (TCRI < 5) do not have to
rely on their earnings management strategies to affect their credit ratings. Probably
because these firms have stronger financial strength than other firms, the better rating
companies tend to utilize long-term planning, not significantly rely on manipulation of
current earnings. Most of the companies with inferior ratings (TCRI > 6) tend to utilize
discretionary current accruals (DCA) to manipulate earnings. There are about 50% of
the firms that have inferior credit ratings, indicating that trying to affect credit ratings

through manipulating current accruals is not a success practice.

If divide the changes of credit ratings into three groups, upgrade, downgrade and
stable credit ratings, then run the regression analysis for each group. The regression
results show that there is no difference between the firms with superior ratings and the
firms with inferior ratings. Firms with their ratings either upgrading or downgrading,
would utilize discretionary long-term accruals (DLA) to affect credit ratings but in
opposite directions. Electronics firms with upgrade ratings tend to use discretionary
long-term accruals (DLA) to affect credit ratings. Electronics firms with downgrade
ratings tend to use discretionary current accruals (DCA) to affect credit ratings. This
study thus concludes that firms with different objectives of credit ratings would utilize

different earnings management items to achieve their target.

Firms with stable ratings have to utilize more earnings management to maintain

their credit ratings levels. These earnings management items are discretionary current
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accruals (DCA), discretionary long-term accruals (DLA), and nondiscretionary
long-term accruals (NDLA). Firms with superior ratings (TCRI <5) only need to utilize
fewer resources, the current accruals, to achieve their credit ratings purposes. Others use

discretionary long-term accruals (DLA) to manage earnings.

The distribution of credit ratings of the entire electronics industry is clustered in
the mediocre rank (TCRI = 5), significantly better than all other industries. There are
more than half of the firms from other industries have credit ratings greater than 6.
Electronics firms tend to utilize long-term planning, such as long-term investments and
investments in fixed assets in order to maintain or improve their credit ratings; therefore

their discretionary long-term accruals (DLA) are significantly related to credit ratings.



22 Journal of Accounting and Cor porate Governance

References

Bagnoli, M., and S. G. Watts. 2000. The effect of relative performance evaluation on
earnings management: a game-theoretic approach. Journal of Accounting and
Public Policy (Winter) 19 (4.5): 377-399.

Belkaoui, A., and R. D. Picur.1984. The smoothing of income number: some empirical
evidence in systematic differences between core and periphery industrial sectors.
Journal of Business Finance and Accounting 11 (4): 527-546.

Belkaoui, A. 1983. Accrual accounting and cash accounting: relative merits of derived
accounting indicator numbers. Journal of Business Finance and Accounting 10 (2):
299-313.

Burgstahlet, D., and 1. Dichev. 1997. Earnings management to avoid earnings decreases
and losses. Journal of Accounting and Economics 24: 99-126.

Carlson S. J., and C. T. Bathala. 1997. Ownership differences and firms' income
smoothing behavior. Journal of Business Finance and Accounting 24: 179-197.

Cheng, L. 2001. A study of earnings management and debt liquidity — take an example
of the information electronics companies that are traded in Taiwan Stock Exchange

Corporation. Unpublished thesis, Feng Chia University. (Chinese)

Chu, Z. 1999. The right attitudes and methods of developing credit ratings. Economic
Stuations and Critics, Enforce the internal economic constitution, 5 (1): 51-74
(Chinese)

Datta, S., and U. S. Dhillon. 1993. Bond and stock market response to unexpected
earnings announcements. The Journal of Financial and Quantitative Analysis 28:
565-577.

DeAngelo, L. E. 1986. Managerial competition, information costs, and corporate
governance: The use of accounting performance measures in proxy contests,
Journal of Accounting and Economics 10: 3-36.

Dechow, P. M., and R. G. Sloan. 1991. Executive incentives and the horizon problem: an
empirical investigation. Journal of Accounting and Economics 14: 51-89.

Dechow, P. M., R. G. Sloan, and A. P. Sweeney. 1995. Detecting earnings management.
The Accounting Review 70 (2): 93-225.

DeFond, M. L., and J. Jiambalvo. 1994. Debt covenant effects and the manipulation of
accruals. Journal of Accounting and Economics 17: 145-176.

Eckel, N. 1981. The income smoothing hypothesis revisited. Abacus: 28-40.



23

Goh, J.C., and L. H. Ederington. 1999. Cross-sectional variation in the stock market
reaction to bond rating changes. The Quarterly Review of Economics and Finance
39:101-112.

Gordon, M.J., B. N. Horwitz, and, P. T. Meyers. 1966. Accounting measurements and
normal growth of the form. Research on Accounting Association: 221-231.

Griffin, P. A., and A. Z. Sanvicente. 1982. Common stock returns and rating changes: a
methodological Comparison. The Journal of Finance 37: 103-119.

Healy, P. M. 1985. The effect of bonus schemes on accounting decisions. Journal of
Accounting and Economics 7: 85-107.

Healy P. M., and J. M. Wahlen. 1999. A review of the earnings management literature
and its implications for standard setting. Accounting Horizons: 1-37.

Ho, A. H. 2000. Income smoothing and the relationship with business leverage.

Unpublished thesis, Chinese Culture University. (Chinese)

Hwang, M. J. 2002. Determinates for income smoothing behaviors for multi-periods.

Unpublished thesis, National Chengchi University. (Chinese)

Jones, J. J. 1991. Earnings management during import relief investigations. Journal of
Account Research 29: 193-228.

Klifer D., and O. Sarig. 2000. The information value of bond rating. Journal of Finance
55:2879-2902.

Lai, J. W. 2002. An empirical study of long term income smoothing behaviors of
companies that traded in stock exchanged markets. Unpublished thesis, Feng Chia

University. (Chinese)

Mckay, B., and, K. Brown. 2002. Coke to abandon forecasts to focus on long-term
Goals. TheWall Sreet Journal December 16, 2002.

Ortega, W., and G. H. Grant. 2003. 2004 Student case competition: operational earnings
management Techniques. Srategic Finance. 7: 50-56.

Perry, S., and T. Williams. 1994. Earnings management preceding management buyout
offers. Journal of Accounting and Economics 18: 157-179.

Tech, S. H., I. Welch, and T. J. Wong. 1998. Earnings management and the long-run
market performance of initial public offerings. Journal of Finance 53 (6):
1935-1974.

Tech, S. H., I. Welch, and T. J. Wong. 1998. Earnings management and the post-issue
underperformance of seasoned equity offerings. Journal of Financial Economics:



24 Journal of Accounting and Cor porate Governance

63-99.

Watts, R. L., and J. L. Zimmerman. 1986. Positive Accounting Theory. Englewood
Cliffs: Prentice Hall.

Zaima, J., and J. McCarthy. 1988. The impact of bond rating changes on common stocks
and bonds: tests of the wealth redistribution hypothesis. The Financial Review 23
(4):483-498.



24

25

21

2005

12
25-46



Journal of Accounting and Cor porate Governance
\olume 2 Number 2, December 2005
pp.25-46
The Incremental Value of Information Transparency

for Explaining Corporate Value

Jian-Hsin Chou
National Kaohsiung First University

Tsung-TeLin
ADDA Corporation

Abstract

This study uses 44 electronic sector stocks trading in the Taiwan Stock
Exchange as research targets and investigates the incremental value of
information transparency for the purpose of explaining this corporate value. We
have adopted the method of Content Analysis, which includes 24 items of a
voluntarily revealed annual financial report and 21 items of website information
that measure information transparency. Meanwhile, this study adopts the
Economic Profit (EP) for measuring the corporate value. There are four
explanatory variables, including the Rate of Sales Growth (SGR), Rate of
Earning Before Interest and Tax Growth (EBG), Capital Expenditure (CE) and
Working Capital (WC), which are used to test the explaining ability by a
stepwise regression anaysis. Finally, we took the information transparency
variable into account and investigated whether it could increase the explaining
ability once more. The empirical results show that there surely exists a positive
relationship between the information transparency and business evaluation. Also,
the annual financial report information has more explaining power than the
website information.

Keywords Information transparency, Corporate value, Economic profit
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The Long-Term Performance Evaluation of Listed
Privatized Firmsin Taiwan

Fu-Ju Yang
Chinese Culture University

Kuang-Ping Ku
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Avane Yao
Hualien Land Administration Office

Abstract

The performance of 18 listed privatized companies was evaluated for the
period of three years after privatization. The evaluation of performance was
classified into operating and long-term investment performance. Five financial
ratios were used to measure the operating performance. In evaluating the
long-term investment performance, the buy-and-hold abnormal return and
cumulative abnormal return are measured. In order to find out the factors which
influence the changes of performance, the percentage of shares held by
individual investors, the percentage of shares held by directors, the percentage of
shares held by managers, the percentage of shares held by government, the
privatization year, the industry factor, the performance before the privatization
year, and GDP growth rate were considered as independent variables to carry out
the regression analysis.

It is showed that only total assets turnover was increased after privatization
but not significant. The factors influencing the performance show that the lower
percentage of shares held by individual investors or the better the performance
before the privatization year, the better operating performance and the long-term
investment, but also not significant. The percentage of shares held by directors
and government have positive and negative impact to the asset turnover.

Keywords : Privatized Firms, Operating Performance, Long-term Investment
Performance, Cross-Sectional Regressions
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An Exploration of Bargain Factorson the IPOsPrice
Negotiation - Underwriters Perspectives

Kuang-Hsun Shih
Chinese Culture University

Ming-Chun Tsai
Chung Hua University

Chung—Huang Lou
Deloitte & Touche

Abstract

There are several IPO regulatory changes implemented in Taiwan stock
markets since 2005. One of those new mechanisms is to release the stock PO
pricing rules to underwriters. This study intends to explore the ranks of bargain
factors, in underwriters’ opinions, that will affect the IPO negotiated price. The
Analytic Hierarchy Process (AHP) will be utilized to test the primary data
surveyed from 10 experts from 3 Taiwan securities underwriting department.
According to the results, it has found the major proportion of IPO price
determinants is the market situation rather than the financial performance of the
issuing firms and reputation of underwriters. Besides, the predominant of bargain
factors is ranked by the order of market factor, industrial factor, financial factor,
underwriters’  operation risk.

Keywords : Initial Public Offering, Bargain, IPO Price, Analytic Hierarchy
Process (AHP)
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