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Abstract: This study aims to explore some new causes, motivational factors behind manipulation of
earnings management and its controlling measures through qualitative research methods in Pakistani context.
Traditionally, many studies have been carried out in this field by using quantitative version. To break the saturation
and to explore and identify more versions related to earnings management, qualitative approach has been followed
in this study. Data were collected through semi-structured interviews from auditors, credit analysts, investors and
academicians of accounting and analyzed using NVivo 10, software. Many quantitative studies have been
conducted regarding the causes of earnings management; however, this novel study provides in-depth motivation
behind earnings management, responsible entities for such manipulations and remedial actions in practical life by
conducting interviews with most relevant bodies dealing with accounting statements. This study, in addition to
traditional factors, has singled out the role of government and auditors, the attitude of managers and owners as the
new entities responsible for earnings management. Reporting quality can be improved by having proper check and
balance from government level, from the Security and Exchange Commission of Pakistan (SECP) and from auditors.
Government and SECP can check whether the rules and regulations set for the companies are being implemented
properly, and auditors can check whether companies are presenting their true picture to the outsiders. Additionally,
the involvement of managers on the board should be reduced. Small sample size, time consuming semi-structured
interviews, limited number of interviewees’ groups, non-availability of the experienced respondents and financial
constraints in a qualitative study are a few leading limitations. The limitations may include the extent of the
researchers’ bias, lack of comfort level for some respondents with the audio recording, but the authors have tried to
maintain these limitations at the minimum possible level. Empirical studies can be conducted to scientifically
investigate the extent of the relationship between these new entities and earnings management with more
recommendations for stakeholders in the corporate sector in Pakistan and the economies with similar characteristics.

Keywords: financial statements, real activities manipulation, earnings management, agency problems,
Pakistan.
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1. Introduction

The goal of these businesses is to grow and
outperform their competitors in the corporate world.
Business companies desire to earn more profits, which
portrays the financial soundness (in terms of high
earnings per share, smooth dividend policies and
efficient performance), health and strength of the
companies to the investors. To achieve their goals, they
may apply different tactics that can be ethical and
unethical and illegal. The unethical tactics are known
as earnings management [1]. Earnings management, a
commonly used practice, occurs when managers’
judgment is involved in financial reporting and they
alter transactions in financial reports as well. Such
practices mislead stakeholders about the financial
position and performance of the companies and change
the influence of those outcomes that directly depend on
accounting numbers [2].

Earnings management is of two types that are
accrual based and real earnings management. The
former refers to the changes in accounting methods and
manipulation in reporting time for earnings, for
example, bad debt expenses and manipulating the
reporting time of assets and has no long run effect on
the total earnings [1]. However, later includes
manipulating R&D expenses, advertisement expenses,
sales and production, and can be more dangerous for
the company [3]-[4]. Researchers argued that
companies commonly use real earnings management
tactics rather than accrual earnings management to earn
high profits, attracting more investors and portraying
positive signals in the market.

Earnings management is an important issue of
developing and developed economies [5]. Companies
manipulate their financial statements to achieve
targeted goals, to improve their performance and value
[1]. However, the advantages associated with
achievements provide them with benefits only in the
short run [1]. Many studies find a negative relationship
between earnings management and a company’s
performance [6]-[8]. From these studies, it can be

inferred that the companies enjoy short-term benefits
from earnings management but ultimately, they end up
with huge losses. This decreases earnings and increases
the cost of capital. The cases of Enron and WorldCom
have been widely discussed in earnings management.
Due to the involvement in harmful practices, they made
good profits in the short run but ended up with huge
losses. In 2000, Enron’s share price was traded at
$83.13 and after eleven months their share prices fell to
$0.26 [9]. Some Malaysian companies also suffered
failures because of inaccurate recordings [10].

Transparent  reporting helps in  improved
performance and it also saves companies from huge
losses but practically, companies are motivated toward
earnings management because of which they face
problems. It is the responsibility of managers to work
to better the company so that the company’s
performance can be improved, positive value can be
added and profits can be generated. But mostly
managers are the persons who are directly or indirectly
involved in such illegal activities. Thus, instead of
getting profits, companies ultimately fail with huge
losses [11].

As earnings management is illegal, resulting in huge
losses to the well-established organizations by affecting
their financial soundness, reputation, profitability and
company’s operation so there is a need to take different
actions at the company and the government level.
There should be a proper audit committee and
independent board size for this purpose. Management’s
involvement in the board must be minimum and there
should be proper check and balance. Policies must be
properly implemented so that such illegal and unethical
activities can be reasonably controlled and prudently
management.

The central point of this study is to explore the
causes and motivations for earnings management in the
first place, exploring the responsible entities for such
activities and offering some remedial actions for these
regular practices. This investigation was important for
several reasons. First, every company wants to make a
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profit, which is sustainable eventually, but because of
industrial pressure and many other reasons, they play
some games and get involved in unethical tricks for the
short run benefits. These short run gains may be
hazardous and cause bankruptcy eventually. Secondly,
every investor wants to invest in some profitable
companies but because of unethical tactics and games
played by the businesses, investors end up with no
other options but huge losses. Similarly, credit analysts
sometimes approve a huge number of loans as a bail-
out package for the companies, by keeping the element
of trust in mind, in addition to the financial soundness
of their financial reports, liquidity and profitability of
the companies. Later on, these analysts understand the
tricks played by the companies. As a result, bad debts
are faced. Keeping this as a background, this study
explores some new insights about earnings
management.

A better understanding of the role of financial
statements and reasons for the manipulating different
financial statement items such as current assets, fixed
assets, sales and net income is the help devise some
important recommendations of this study. Furthermore,
an understanding and evaluation of the factors
responsible for earning management, such as stock
price, tax shield, bank loans, motivating investment,
stable earnings and dividend payments also develops
the theme of this study. The study explores some
controlling measures to view the true picture of a
company for all stakeholders.

Considering earnings management as a serious issue
leading to the failure of the companies, this study
recommends some measures to resolve it. Based on the
severity of the problems, the following research
questions are addressed in this study:

RQ1: What is the role and importance of financial
statements and which of the financial statement-related
items out of current assets, fixed assets, sales and net
income are manipulated?

RQ2: What factors are responsible for earnings
management out of increasing stock prices, tax shield,
bank loans, motivating investment, stable earnings and
dividend payment?

RQ3: Who is responsible for such tactics?

RQ4: What controlling measures should be taken
and by whom?

Many studies have been conducted on the
quantitative version related to earnings management
even it is reached at saturation, but there are conflicting
results. To identify and explore a new version of
earnings management, this study uses a qualitative
approach by conducting semi structured interviews for
investigating these factors as a qualitative study
provides a detailed understanding of the phenomenon
[12]-[13] and its main causes in search of new possible
dimensions of the earnings management, including
some measures to control this habitual practice that
eventually leads the companies to failure.

Section 2 develops a theoretical framework from an
extensive literature review by focusing on the
importance of financial statements and the financial
statement’s items which are manipulated the most;
causes and motivation for earnings management and
responsible entities for earnings management and
controlling measures. Methods with research design
and data collection techniques are explained in Section
3 followed by the findings of the study and discussion.
The last section concludes this study with an
illustration of certain limitations and recommendations
for future research.

2. Literature Review

2.1. Importance of Financial Statement

Financial statements are important because they
provide a detailed view of the companies to the
stakeholders. Companies’ sales, earnings per share,
expenses and dividend policies with financial reports
provide a clear picture. Financial statements are a
channel through which internal stakeholders of the
companies can easily communicate with their external
counterparts. These statements connect the company’s
managers, board of directors, shareholders, auditors
and investors. If financial statements are not presented
in a clear way or if they fail to bridge the gap between
the internal and external parties, agency problems can
arise [10]. Such problems may lead to the clashes
between the internal and external stakeholders. There
will be more chances of investment if the reports are
presented in a clear way. Researchers reveal that the
high quality of financial reporting information is
important because it motivates capital providers and
other stakeholders to make investment [10].
Furthermore, they find an overall enhancement of
market efficiency through the preparedness of financial
statements with integrity. Additionally, stakeholders
provide credit and other resources because of the
favorable performance of the executives and financial
reports [14].

2.2. Manipulation of Financial Statement Items

As financial statements are related to the financial
soundness of the companies so companies try to
portray a good image to the investors and other
stakeholders by using different tactics. As observed in
[1], the company’s earnings depict the financial
strength and the wealth of shareholders. More earnings
shown in the financial statements motivate more
investors to invest. Some other tactics used by the
companies can be the manipulation in terms of sales or
other assets. Price cutting strategy by the companies
may increase their sales for a specific period. Similarly,
the production of a large amount of inventory reveals
enhanced reporting assets or earnings of the companies
[15]-[16]. These tricks ultimately lead to the failure of
the companies, so manipulation should be avoided and



Sultana et al. Earnings Management Cosmetics and Tricks: An Exploratory Study, Vol. 49 No. 10 October 2022

149

the interests of both shareholders and managers should
be kept in mind before making any decision about the
companies.

2.3. Earnings Management and Agency Problems
According to [10] manipulated financial figures can
create some agency problems because such reports fail
to bridge the gap between internal and external parties
and stakeholders. Furthermore, depending on the
organization’s objectives, agency problems vary from
one organization to another. The reason behind this
variation is the difference in the extent of manipulation.
The literature has discussed asymmetric earnings
management across different companies, such as
family-owned companies and non-family businesses
revealed by [17]. According to [17] family-owned
companies are less motivated for earnings management
as they target long-term survival rather than short-term
profits. Similarly, according to [18] public family
companies are more intended toward manipulation due
which agency problems are more dominated in public
family companies. However, the private family
companies are less motivated toward manipulating
activities due which agency problems are
comparatively less severe [19]. However, some studies
have provided contradictory results, saying that
earnings management is less dominated in public

companies, as compared to private companies [20]-[21].

As a conclusion, manipulation is everywhere, but
the extent of manipulation is different across different
organizations and sectors, as each organization has its
targeted objectives. Some organizations are less
intended toward manipulation and hence there are few
agency problems for them. Some other companies are
motivated toward manipulations and are confronted
with agency problems. As most companies are
involved in earnings management so there is a need to
investigate the main factors that motivate companies
for such unethical manipulation activities and some
control measures to reduce agency problems caused by
such manipulation. Motivation toward manipulation is
one of the company’s internal objectives that varies
across companies according to their type and nature of
business.

2.4. Causes and Motivation for Earnings
Management

One of the main reasons for manipulating the
financial statements is to meet the financial targets and
to get some managerial incentives [5]. If there are
chances for managers to get more incentives because of
high-powered executive compensation structures, they
will get motivated to manipulate their earnings.
Achieving the earning targets and incentives can be the
reason for earnings management [1], [22]. Additionally,
the companies, which are unable to meet analysts’
expectations, also manipulate some figures in their
financial reports to meet forecasts to prevent a decline

in their share price. [23] examined three earnings
thresholds for manipulating their earnings that include
analysts® forecasts, prior period earnings and zero
earnings. To protect themselves and keep themselves
save from penalties, managers manipulate earnings.
Motivation to get high incentives and emphasis on
safeguards from penalties can lead managers to divert
from the interests of the business, which ultimately
creates agency problems. Furthermore, managers can
adopt manipulating activities because of market
pressures on them [2]. Companies can also be involved
in such harmful activities to portray a positive and
healthier image of these companies [24].

Regular and smooth payment of dividends by the
companies also attracts more investors. Paying the
dividends, companies hide their weaknesses from the
external bodies. In this way, the companies get
involved in some manipulating activities related to the
earnings management [3]. The companies may also use
demand for financing, particularly equity financing [25]
as a source of manipulations in terms of earning
management. By comparing public and private listed
companies, [26] argued that public companies listed in
unprotected industries are more involved in earnings
management. Because of the less protection, they want
to achieve their desired goals at any cost and fall in
unethical activities known as earnings management.

The inclusion of top managers on board can result
in divergent interests that ultimately cause agency
problems. Moreover, because of weak control on
mangers, companies will be involved in some kinds of
fraud and manipulation, which decrease the reliability
of financial statements. This manipulation and fraud
then prove disastrous in the long run [21].

2.5. Responsible Entities for Earnings Management

The literature has revealed many entities as
responsible for earnings management. One of the major
entities is the audit team. Auditors guarantee the
reliability of financial statements and certify its quality
[27]. They are responsible for a detailed overview of
the financial statements prepared by the business.
Qualified reports are prepared for the companies only
after conducting a detailed audit, which involves
earnings management. According to [4], auditors are
responsible for accrual-based manipulation but they are
irresponsible for manipulation of real activities.
Managers are also involved in manipulation for
achieving their targeted goals [5], [22], [28].

2.6. Controlling Measures for Earnings
Management

Every country has some rules and regulations for
reporting the financial activities. But the rules alone are
not enough to control the tricks played by the
businesses. There must be some sort of monitoring and
enforcement to control such illegal and unethical
activities [10]. Similar measures are also suggested by
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other researchers saying that effective monitoring and
solid examination by analysts can reduce the earnings
management [29], [30]. Three ways of monitoring were
discussed in [29], such as (i) providing information not
only to the current shareholders but to the potential
shareholders as well, (ii) reviewing complex footnotes
in the financial statements and (iii) tracking the
managerial behavior and irregularities or clutter in
financial statements on a regular basis. Internal
monitoring may result in lower control due to pressure
from the internal bodies, but if analysts play the role of
external monitor, earnings management can be
controlled.

Transparency in the financial statements is another
measure for controlling the earnings management [3].
This is possible only if the board is independent [10],
[31]. Transparent financial reports may reduce the
information asymmetry, which results in lower agency
costs and useful policy implications [3].

Generally, powerful entities are involved in the
manipulation of the reports against which no actions
are taken. Minority shareholders know about such
manipulation and are the best people to stop such
activities, but they are helpless due to less power.
Another measure for controlling earnings management
is to provide rights for minority shareholders so that
they can raise a voice against unethical activities
performed by the majority shareholders [10]. Enhanced
accountability of auditors is needed to improve the
financial reporting because auditors are the guarantors
for the reliability of the financial reports [10], [32]. The
board must be independent as it results in lower
manipulation activities [21], [33]-[35]. The other
controlling measures identified in the literature include
independent and large size of audit committee [27],
[33], [35], gender diversity and management ownership
percentage [35]. Earning management can be
controlled by adding more female employees to the
board [36].

International Financial Reporting Standard (IFRS)
are the commonly used reporting standards that ensure
timely reporting of all entries and transactions with
accurate. Adopting IFRS can result in less earnings
management, timely reporting, more companies’ value
and improved accounting comparability [37]. As such,
standards can decrease earnings management. In this
way, more focus can be on the adaptation of
international accounting standards.

The purpose of this qualitative research is to explore
more dimensions associated with earnings management
than what have been traditionally the focus of
numerous empirical studies in case of Pakistan, in
addition to the causes and motivations toward unethical
practices and some controlling measures for such
activities.

3. Research Methods

3.1. Research Approach

Qualitative  research methodology has been
employed in this study to an in-depth understanding
and information about phenomena of interest [4] as an
interpretive technique [12], [38]. The purpose is to
highlight the detailed perspective rather than getting
brief and to the point views about the phenomena of
interest [5]. In-depth semi-structured interviews are
considered an appropriate technique for primary data
collection [13], [39] to explore the main causes of
earnings management, responsible entities for such
manipulations and further to explore some controlling
measures for earnings management. For conducting the
interviews, division of qualitative research interviews
proposed in [38]’s was used, and research questions
were defined; then interview guide was prepared;
participants were recruited and interviews were carried
out. The interview guide, adapted from [11] was used
for this purpose. This interview guide contained five
sections and eleven items in total. The first section was
related to the general questions about the importance of
financial statements, followed by the items on the
manipulation of financial statements. The starting
question was a general discussion, as it is considered
best to start with some general questions so that the
interviewer feels comfortable answering [6]. The
sequence of the questions was from general to specific
[4]. The interview guide was followed by the causes
and motivations, responsible entities and remedial
actions for earnings management. Some probing
questions were also made part of the interview guide.
The questions of the interview were open ended as the
main purpose was to explore different viewpoints
regarding earnings management. The interview was
concluded by providing the opportunity to give the
interviewee about his/ her opinion and to encourage
discussion about the topic as it is a useful practice [6].

3.2. Data Collection

Data were collected from users of financial
statements, who were divided into four groups as
auditors, credit analysts and investors of the companies
(public and private companies) listed in Karachi Stock
Exchange (KSE). Academicians who teach accounting
were also included in the sample. In total, 16 interviews
were conducted from all groups, including auditors
(five), credit analysts (four), investors (four) and
lecturers/professors (three). Each group seemed deeply
involved in the usage of financial statement. External
auditors have authority to evaluate the company’s
financial statement and to highlight any fraud or
earning management. They are the best source to
provide information about the objectives of the study.
Credit analysts use financial statements to know about
the credit history of the company. After detailed
analysis, they decide whether a company can to pay its
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obligation or not. Furthermore, they decide whether
loans should be set for the company or not. As they are
involved in deep analysis, they can provide real and
actual doings of the companies regarding earnings
management. Investors are the people who invest in the
company by looking at financial statements of the
company. If they find that company is making good
profits, it is paying regular dividends, it has lots of
assets to cover their liabilities, then they prefer to
invest in such companies. Adding investors in the
sample highlight some of their experiences regarding
losses and negative feelings just because of earning
management. Finally, lecturers or professors of
accounting have up to date knowledge and information
about such practices as they are involved in different
studies that are being carried out to deal such issues.
Therefore, they can also provide better and up-to-date
information about the results of some relevant
researches about earning management techniques, its
causes and suggestions to handle such issues.

3.3. Sample Size

Sixteen semi-structured interviews were conducted,
because of small sample requirement in qualitative
research [13], to get first-hand information about the
scenario. The period for conducting one semi-
structured interview was 20 minutes on the average.
The interviews were conducted by visiting places that
were most feasible and convenient for the interviewee
such as offices of the auditors, lecturers/professors,
credit divisions of banks and stock exchange. The
interview started with a brief discussion about the topic.
Each interview was recorded by obtaining a permission
of the interviewee, which was then verbatim
transcribed and prepared for the analysis. Interviewees
were assured that their name and information would be
kept confidential and will be used only for research
purpose. Table 1 provides complete information about
the respondents (for example, gender, age, qualification,
total years of experience and type of organization).

Table 1 Attribute details of respondents

Cases Gender Age Qualification Experience The type of Organization Group

1: Auditor 1 Female  20-30 CAJ/ACCA 6-10 Public Auditor

2: Auditor 2 Male 20-30 CAJ/ACCA 1-5 Public Auditor

3: Auditor 3 Male 20-30 CAJ/ACCA 1-5 Public Auditor

4: Auditor 4 Male 20-30 CA/ACCA 1-5 Public Auditor

5: Auditor 5 Female  20-30 CA/ACCA 1-5 Public Auditor

6: Credit Analyst1 Female  30-40 M. Phil 6-10 Public Credit analyst

7: Credit Analyst2  Male 30-40 CA/ACCA 6-10 Private Credit analyst

8: Credit Analyst3  Male 40 & above  Master 10-15 Public Credit analyst

9: Credit Analyst4 Female  20-30 Master 1-5 Public Credit analyst

10: Investor 1 Male 20-30 M. Phil 1-5 Private Investor

11: Investor 3 Male 20-30 M. Phil 6-10 Public Investor

12: Investor 4 Male 20-30 Bachelor 6-10 Public Investor

13: Investor 5 Male 20-30 Intermediate 6-10 Public Investor

14: Lecturer 1 Male 20-30 PhD 6-10 Public Lecturer/Professor
15: Lecturer 2 Male 30-40 PhD 6-10 Private Lecturer/Professor
16: Lecturer 3 Male 20-30 PhD 6-10 Private Lecturer/Professor

3.4. Coding Structure

Before analyzing data from transcribed interviews,
some codes were generated on the basis of literature.
The NVivo 10 software was used for this purpose.
Initially, all level codes were based on literature (first,
second and third order codes such as parent, child and
grandchild nodes) but later on minor changes were
made in child and grandchild nodes on the basis of
interview results. After modification, some child and
grandchild nodes were added and some of them were
removed. Finally, total number of parent nodes used for
analysis was five such as the importance of financial

statement, items of manipulation, causes and
motivations, responsible entities and controlling
measures.

The number of interviewees from all groups who
commented on an issue was recorded and the total
number of references that these sources made to each
issue were also noted. Each interview considered a
single source. For interpretation, the relationship
between sources and references was analyzed. If the

sources and references for an issue were equal it shows
that each interviewee/source has discussed the issue
once. But if there is a difference between sources and
references (large number of references as compared to
the sources) it shows that an issue was discussed by a
source more than once. Additionally, it was noted
whether the issue was highlighted by a single
respondent multiple times or it was discussed by the
multiple respondents. If the issue was discussed in a
flow by a single source, it was considered a single
reference. But if the flow was missing then it was
recorded as a new reference. Based on coding, it was
tried to present the view of all respondents rather than
focusing on answers of some particular interviewees
(Figure 1). These codes were helpful in identifying the
main causes of earnings management, responsible
entities and top suggestions and remedial actions to
control earnings management practices. The findings
from the detailed analysis of all interviews are
presented below.
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4. Results presented some suggestions for controlling these illegal

Respondents presented their views about different ~ activities. Table 2 provides detailed information on
issues like importance of financial statement and items oW many respondents have focused on a specific issue
of manipulation in financial statements, They  (number of responses on a particular issue were
highlighted some causes and motivations for  considered as sources) and how many references were
individual’s involvement in earnings management. made from each source (number of times an issue
Furthermore, they discussed which bodies were  discussed was considered as a new reference).
responsible for such unethical activities and finally they

; Firm's outlook Earnings per share
Importance of Financial Statement
\A Investment decision

Performance
Profitability

Financial soundness

Assets (inventory. fixed asset)

Balance sheet

Items of Manipulation Liability

Income statement Revenues

" Expenses
Incentives

Increasing market share Reward incentive

Better performance Tax incentive

Earnings growth Political incentive

Causes and Motivation for EM

=7 /I \ A

Meeting financial goals Contract incentive

/
\
Managers
Government
Responsible Entities Auditors
Board structure
Owners

Reporting quality > Proper check and balance

Controlling Measures ] — ,
Measures by auditors > Independent audit teams

Efficient tax system
Implementation of rules

Fig. 1 Coding structure of qualitative research

Table 2 Sources and references for nodes

Nodes Child Nodes Auditor Credit analyst Investor Lecturer/Professor  Total
Sources Ref. Sources Ref. Sources Ref. Sources Ref. Sources Ref.
Importance of Company’s outlook 5 5 4 3 4 5 3 3 16 16
financial Investment decisions 3 3 1 1 2 2 1 2 7 8
statement
Items of Balance sheet items 3 5 3 4 1 2 1 3 8 14
manipulation Income statement 3 7 2 3 3 3 2 6 10 19
Motivations Incentives 5 9 4 10 4 6 3 13 16 38
Contract incentives 2 2 1 1 1 1 1 2 5 6
Political incentives 0 0 1 1 1 1 1 2 3 4
Reward incentives 2 4 1 1 2 2 1 1 6 8
Tax incentives 2 3 3 7 3 3 3 8 11 21
Increasing share 2 3 2 4 4 4 3 4 11 15
prices
Better performance 1 1 1 1 3 5 2 2 7 9
Earnings growth 1 1 3 3 2 4 0 0 6 8
Meeting financial 1 1 1 1 1 1 0 0 3 3

goals




Sultana et al. Earnings Management Cosmetics and Tricks: An Exploratory Study, Vol. 49 No. 10 October 2022

153

Continuation of Table 2

Responsible Managers 3
entities Government 1
Auditors 0
Board structure 2
Owners 0
Improving reporting 5
quality of

Decrease 1 1 0
involvement of

managers

Proper check and 5 7 3
balance

Measures by audit 1 2 2
teams

Independent teams 1 1 1
Efficient tax system
Implementation of 0 0 0
the rules

OO NORF M
A NEFEPNWW

Controlling
measures

o
o
N

4 3 3 1 1 10 12
3 1 1 2 3 7 8
2 1 1 1 1 4 4
1 2 2 0 0 5 5
2 1 1 2 2 5 5
6 2 4 3 4 14 22
0 0 0 0 0 1 1
5 2 4 3 4 13 20
4 3 4 2 2 8 12
1 2 2 2 2 6 6
2 0 0 1 1 3 3
0 1 1 1 2 2 3

These responses were helpful in identifying the
reasons for the importance of financial statements and
the most manipulated items in financial statements.
Furthermore, results provided information about the
main causes of earnings management, main bodies that
are responsible for earnings management and some of
the suggestion for controlling such actions.

4.1. Importance of Financial Statement

Table 2 also helps provide an outline about the
views of all four groups on the basis of their responses.
By comparing these groups, we can see that
all respondents reported that financial statements are
important because of many reasons. Two of the reasons
of importance were more prominent such as ‘financial
statements provide the overall company’s outlook in
the form of earnings per share, performance and
profitability’. A second reason for the importance
discussed was a set of reports providing detailed
information about investment decision making. From
Table 2, it can be analyzed that all respondents (16 out
of 16) agreed on the point that financial statements are
important because they provide the company’s outlook.
However, only seven of 16 respondents reported that
financial statements help in investment decision

making which includes three auditors, one credit
analyst, two investors and a lecturer/professor.

The interview results, presented in Table 3 (data in
the form of quotations), also provide evidence about
the importance of the financial statement. As shown in
Table 3, auditors and credit analysts reported that
financial statements are important as they provide an
overall picture of the company as they communicate
about the profitability of the companies, their financial
performance and the business activities of the
companies. The views of academicians and investors
singled out statements as a source of information about
the financial worth and soundness of the companies.
Furthermore, some respondents from different groups
claimed that financial statements also help investors in
investment decision making as company’s financial
position and soundness matters a lot (P14-Lecturer/
Professor, Table 3). According to the respondents,
investors should consider underlining these factors
before investing in a particular company. According to
the auditor (P3) risk-averse investors always look into
the financial figures; investors, after detailed analysis,
decide whether investment will result in profits or not
and after satisfactory analysis they decide about
undertaking investment in a particular company.

Table 3 Representative supporting data for second order codes

Parent Node Child Node Quotations

Importance Company’s .
of Financial outlook
Statements .

(P9-Credit Analyst).

By using financial statements, we can analyze the profitability, performance and
financial position of a company (P3-Auditor).
Financial statements show the worth of business and various activities of the business

. Financial statements provide basic information about the financial position and
financial worth of the business. All stakeholders can get information about the company by
financial statements which are the only mean of providing information. Without financial
statements, one cannot get the information about the company (P16-Lecturer/ Professor).

Investment .
Decision

Financial statements provide idea about the level of the business so investors think
about the business level before making investment in a particular company (P12-Investor).

o These statements are helpful for the shareholders as they look at the financial
soundness, financial health and past performance of the companies before making investment

decisions (P13-Investor).

. Investment decisions are also made on the basis of the company’s position. If its
position is strong, investors will be attracted to invest in it. The strength of a company’s financial
position is measured on the basis of annual reports (P14-Lecturer/ Professor).

Balance Sheet .
(P14-Lecturer/ Professor).

Items of
Manipulation  Items

In the balance sheet, there is an account for reserves which are manipulated the most
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Causes and
Motivations

Responsible
Entities

Income Statement

Incentives

Increasing Share

price

Better

Performance

Earnings Growth

Meeting Financial
Goals/Targets

Managers

Government

Auditors

Board

. In balance sheets, companies manipulate more in fixed asset (P8-Credit Analyst).

. Mostly, balance sheet items are manipulated. Liabilities are manipulated more. Other
items like current assets (receivables, stock and cash) and current liabilities (payables) are also
manipulated. Fixed assets cannot be manipulated (P9-Credit Analyst).

. The majority of the manipulations are in the head of revenues. Organizations want to
show high profits. Most of the time, financial position is measured by the revenue figure so they
manipulate it so that they can show high financial position (P1-Auditor).

. Companies manipulate their earnings most. They manage their percentages by
manipulating earnings (P2-Auditor).

. Some companies manipulate in sales, some in expenses or revenues (P12-Investor).

. Management’s concerns, owner’s commissions, laws and regulations are the main
reasons for earnings management (P1-Auditor).

. Basically, they manipulate earnings for tax saving purposes (P2-Auditor).

. They also manipulate data to achieve stated targets and to achieve their personal
objectives like bonuses and commissions, etc. (P7-Credit Analyst).

. If the basic goal of the manipulation is to increase the share price, they will definitely

go for manipulation. Such manipulation can increase the earnings per share and ultimately have a
positive impact on the stock price (P7-Credit Analyst).

o Stock or share prices are not linked to the income statement of the company. In most of
the cases, investors do not consider the annual reports of the company for the share prices (P14-
Lecturer/ Professor).

. A reason of manipulation is to increase the stock price (P12-Investor).

o Board performance and board appraisal can also be the possible reasons for the
manipulation (P11-Investor).

o To show a better financial position, companies might show high earnings (P15-
Lecturer/ Professor).

o To increase their funds and to satisfy shareholders and investors; companies show
better financial position and performance (P16-Lecturer/ Professor).

o Earnings management can directly affect a company’s progress, its financial growth
and health (P10-Investor).

o A company never shows its true picture. The reason behind these is to save taxes and

to increase its market value and to compete with its competitors and to earn high profits with a
low budget and to improve their track record (P9-Credit Analyst).

. They manipulate their accounts to show their business more profitable (P8-Credit
Analyst).

. Public companies are more involved in earnings management. They manipulate their
figures as they want to achieve target goals (P12-Investor).

. They also manipulate data to achieve stated targets and to achieve their personal
objectives like bonuses and commissions etc (P7-Credit Analyst).

. Companies rely on some targets saying that if you achieve this much profit, you will be
paid with some bonuses or compensations (P1-Auditor).

. Management of the companies is one of the responsible bodies as they have the main
responsibility to present financial statements (P11-Investor).

. The management of the companies is one of the responsible bodies as they want to

work for their own benefits. They want to do businesses for themselves and to get some personal
benefits (P12-Investor).

. Management of the company is one of the responsible bodies as they have the main
responsibility. They are insiders and have complete information about the financial soundness of
these companies. So, it is their responsibility to provide a true picture to the investor as investors
trust them (P13-Investor).

. Government is also responsible for earning management. The reason behind is that
either they do not have rules and regulations to control earning management or they have rules
and policies but there is no check and balance on the application (P14-Lecturer).

. Apart from that government is responsible for improper check and implementation of
laws (P13-Investor).

. To some extent government is also responsible as there is no proper check and balance
on the implementation of laws and regulations (P6, P7-Credit Analyst).

. The persons who are working inside the companies are more responsible, which
includes the accounts department and internal auditors. They are more responsible for
manipulating record (P9-Credit Analyst).

. Additionally, auditors are not performing their duties well as they are not checking the
records properly (P11-Investor).

. Auditors are also involved in the manipulation (P8-Credit Analyst).

. Top management and board of directors are more responsible as their objective is to
achieve some ratios and targets so they manipulate data (P1-Auditor).

. It depends on the company’s interest or the interest of the owners and board of

directors. They can show a true picture and they can manipulate their financial reports too (P12-
Investor).
° And eventually, board is responsible for manipulations. But board comes at the end




Sultana et al. Earnings Management Cosmetics and Tricks: An Exploratory Study, Vol. 49 No. 10 October 2022

155

(P4-Auditor).
Owners .

Owners and management are responsible because owners are directly affected by the

company’s profits and losses. These instruments are dealt by management. Owners hire
managers because they might not be financial experts (P8-Credit Analyst).

. It depends on the company’s interest or the interest of the owners and board of
directors. They can show a true picture and they can manipulate their financial reports too (P12-

Investor).

. Owners of the companies are one of the responsible bodies as they set targets and
employees must achieve those targets (P15-Lecturer/ Professor).

Controlling
Measures

Improving .
Reporting Quality
(Check & .
Balance)

The first action is that a proper accounting system should be developed in medium as
well as small level (P6-Credit Analyst).

If there is proper control and check and balance then we can say that chances for
earnings management will be low (P7-Credit Analyst).

. Public companies are more involved in earnings management. They manipulate their
figures as they want to achieve target goals and there is no proper check and balance in the
reports. However, private sector manipulates data less as they are under proper check so they
cannot manipulate even if they want to do so (P12-Investor).

Measures by .
Audit Teams
(Independent

Teams) Professor).

In Pakistan, mostly businesses are family owned but there is no check and balance on
these companies. No auditors are there to highlight the frauds and the mistakes they make.
Proper check and balance should be maintained and auditors must be independent (P14-Lecturer/

o The main role is of audit teams. There should be something like surprise visits and
surprise audits (P9-Credit Analyst).

o Audit committee must take some actions to control earnings management by
conducting strict audits, plus auditors must be independent (P11-Investor).

Efficient Tax .
System

Tax officers should be honest. There must be a proper tax system. Secondly, the tax
system must be equitable (P8-Credit Analyst).

o To control earning management it is necessary to collect taxes from every individual
and to distribute wealth properly (P14-Lecturer/ Professor).

o Another way is that government should provide special benefits to tax payers as
provided in foreign countries (P6-Credit Analyst).

Implementation .
of Rules

As there is no check and balance, there are relaxed rules and the government is not
controlling companies for managing their earnings and there is no accountability so companies

are motivated towards earning management (P14-Lecturer/ Professor).
. Policies, rules and regulations must be followed only in that case manipulation can be

controlled (P12-Investor).

. Rules and regulations should be formed by the government and if there are some rules
(in fact there are rules but) they must be applied (P14-Lecturer/ Professor).

4.2. Manipulation of Financial Statement Items
Most of the respondents agreed that companies
manipulate their statements. They presented a list of
items which can be manipulated in the financial
statements. According to Table 3, two major statements
that are manipulated the most include the balance sheet
and income statement. Most of the auditors (three out
of five) and credit analysts (three out of four) argued
that balance sheet items are manipulated the most.
However, only one investor and a lecturer/professor
talked about manipulation in balance sheet items. The
results of Table 3 depict that there are contradictory
views about the manipulating items in the balance sheet.
Likewise, some respondents are of the belief that
receivables cannot be manipulated, while others claim
that the dominating manipulated item is receivables.
Similar views have been noted about fixed assets and
other items as well (P8). A contrary view (P9) about
the fixed assets has also been noted (Table 3). However,
most of them (three auditors, three credit analysts, one
investor and a lecturer/ professor) agreed upon
manipulation of items on the balance sheet. Based on
these responses, it can be concluded that current assets
and liabilities, retained earnings, reserves and
depreciation expenses are manipulated the most in the

balance sheet.

Some respondents also highlighted manipulation in
the income statement items. Revenues and expenses are
manipulated the most (Table 3). As shown in Table 2,
total number of references for manipulating income
statement items is 19 and ten out of 16 respondents
(three auditors, two credit analysts, three investors and
two academicians) pointed out expenses and revenues
as the most manipulated items. However, a contrary
view of a lecturer was noted. According to him,
companies do not involve in manipulation, rather they
play with data and by using different accounting
standards they present figures in financial reports. In
this way, using different standards is not the fraud but it
is actually the make-over that companies apply on their
financial statements.

Financial statements are the makeup. Companies
use different accounting standards to prepare their
statements. Manipulation is something else. There are
two different terms: playing with the data and fraud.
Companies play with the data to present them in
financial statements but they are not involved in fraud
(P15-Lecturer).
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4.3. Causes and Motivation for Earnings
Management

From Table 2 and Table 3 many reasons can be
known as to the companies’ involvement in earnings
management. The findings reveal that companies
manipulate their statements in order to get incentives in
terms of contract, reward (bonuses, commission etc.),
taxes or some other political incentives. Out of these,
tax incentives were the most reported reason for
manipulation. Tax savings are one of the reasons for
manipulating financial statements. This argument is
supported by the references shown in Table 2. This
argument is supported by 21 references; eleven out of
16 respondents (two auditors, three credit analysts,
three investors and three lecturers).

A positive relationship  between  earnings
management and share price is supported by ten
respondents (two auditors, two credit analysts, four
investors and two academicians). However, according
to a reference [lecturer/ professor (P14)], share prices
are not linked to the income statement of the company,
rather companies manipulate financial figures to get
personal incentives and to pay lower taxes but
increasing share price is not the cause of manipulation.
Bearing all views in mind, increasing market share can
be considered the second main reason and motivation
for earnings management.

Other reasons for manipulating financial statements,
besides increasing market share, have also been
revealed. Most of the investors (three out of four) and
academicians  (two out three) reported that
improvement in the company’s performance can be a
reason for manipulation of financial statements.
Company’s performance is deemed better due to the
good performance of board and availability of large
amount of funds. Within these objectives, companies
manipulate figures. However, only a single auditor and
a credit analyst found it to be an important cause of
manipulation.  Additionally, credit analysts and
investors reveal the high earnings growth of companies
as a reason for manipulating statements. The growth of
earnings rises with good financial health of the
companies (P10). Meeting financial targets and getting
funds and financing from banks are the other reasons
highlighted in Table 2 and Table 3, for the earning
management manipulation. Top level management and
owners set some targets that are not SMART and not
easily achievable, resulting into manipulating of
accounting figures (P1, P7 and P12).

4.4. Responsible Entities for Earnings Management
Many reasons for the manipulation of earning

management have been singled out and discussed so far.

It is imperative to know the responsible persons for
such manipulations. The results presented in Table 3
reveal findings in this connection. Managers have been
the most responsible entity for manipulating the
accounting figures. As shown in table 2, there are

twelve references for management entity and ten of 16
respondents (three auditors, three credit analysts, three
investors and a lecturer/ professor) assign responsibility
of manipulation of the financial figures to the
management. Managers are the insiders; they know
about the entire situation and have more knowledge as
compared to the external stakeholders of companies.
The findings reveal asymmetric information to the
outsiders and managers provides an opportunity to the
managers for manipulation of financial statements in
order for their personal benefits. The results given in
Table 2 also reveal government being responsible for
earnings management [seven out of 16 respondents (an
auditor, three credit analysts, an investor and two
academicians)]. There are eight references
concerning the responsibility of government for
manipulating the earnings and their management.
Government being the authority but not taking any
actions against manipulation whereby companies are
motivated toward earnings management (Table 3).
Credit analysts, investors, and lecturers/professors, in
minority assume auditors as responsible for
manipulations in the balance sheets (Table 2).
According to them, auditors do not perform their duties
well and do not take a keen interest in auditing. While
two of five auditors, one credit analyst and two
investors assume board structure as responsible for
manipulating their financial statement. In the presence
of a large number of managers in the board
independent decision is not possible. They follow the
direction provided by the managers, which results in
endorsing manipulation of financial figures. However,
two credit analysts, an investor and two academicians
cited that owners are responsible for earnings
management. They are the parties that set targets which
are not smart and cannot be easily achieved. As a result,
managers and subordinates are left with no other option
but manipulation of financial figures (Table 3).

4.5. Controlling Measures for Earnings
Management

All of the respondents cited companies’
involvement in earnings management and an increasing
trend of overestimating/underestimating financial
statements for personal benefits. Some measures have
been singled out to control manipulating activities of
earning management. Table 3 provides some measures
for controlling earnings management.  Almost
all respondents (14 out of 16) consider improvement in
the reporting quality inevitable in order to control
earnings management. For improving the reporting
quality, proper check and balance has been the most
cited suggestion. As shown in Table 2, there are 20
references for this particular measure and 13 of 16
respondents (all auditors, three credit analysts, two
investors and all academicians) argue in favor of this
controlling measure.

More measures have also been suggested to control
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earnings management with predominantly the role of
auditors. Table 2 shows that eight of 16 respondents
(one auditor, two credit analysts, three investors and
two academicians) considered it as an important
measure. The number of references (twelve references)
present in Table 2 also verify its importance. Table 3
provides the respondents' views, which clarifies that
independent audit team is very crucial for eliminating
or at least reducing such illegal activities. Further, they
reported that auditors must follow strict policies and
should report complaints about such companies so that
higher authorities can penalize them and can take strict
actions against them. Additionally, auditors must keep
their visits surprise so that the actual situation of the
companies can be reported (Table 3).

Very few respondents, including two credit analysts
and a lecturer/professor, talked about proper tax
collection system with emphasis on the honest tax
officers (Table 3). Further, taxes should be equally
distributed so that nobody manipulates reports for their
personal benefits and self-interest. However, none of
the investor and auditor talked about this particular
issue.

An investor and a lecturer/professor focused that
rules are there but are not being implemented.
Therefore, there is need to properly implement the rules
and regulation rather than making new rules or policies
to control earnings management. And only an auditor
viewed about decrease involvement of managers in the
board. However, none of the respondents, except the
auditors, discussed this as a controlling measure.

Apart from that, one respondent (P15-
Lecturer/Professor) reported that every individual is
also responsible for earnings management as
everybody thinks about their own benefits rather than
thinking about collective benefits leading to agency
problems. To avoid such problems, everyone must take
some steps and actions should be taken at the
individual level, company level and then at the country
level.

5. Discussion

As indicated previously, financial statements are an
important source of detailed information about the
business companies. Many quantitative studies were
conducted regarding causes of earnings management;
however, this study provides in-depth motivations
behind earnings management, responsible entities for
such manipulations and remedial actions in practical
life by conducting interviews of most relevant bodies
that deals in accounting statements. This study, in
addition to traditional factors, has singled out the role
of government and auditors, the attitude of managers
and owners as the new entities which are responsible
for earnings management. Different groups like
auditors, credit analysts, investors and academicians
being the experts of financial statements and can make
prudent decisions and useful analysis by looking at

financial statements. For example, auditors and
investors, aligned with the results of [14], can decide
about the financial soundness, performance and
credibility of the companies by looking at their
financial statements. Similarly, credit analysts can look
at the financial figures of the companies before
providing them with large amount of loans. [40] also
supported this view. Most of the time, investors also
rely on the financial statements as these statements help
in investment decision making. They look at the
financial figures and try to invest in those companies
where they can get regular dividends, high earnings per
share and some other benefits. Similar findings were
presented in [10].

Earnings management is a practice widely used by
the companies. Companies manipulate their financial
figures for many reasons but the items that they
manipulate the most, include the balance sheet and
income statement items. [16] also suggested the same
results. The question arises as to which items of
balance sheet or/and income statement they manipulate
the most. Being consistent with [20], the current study
finds that it entirely depends on the objectives of the
businesses to decide as to which type of manipulation
would be beneficial for them and after complete
analysis, they manipulate figures of financial
statements. They may manipulate their current assets,
such as inventory or fixed asset or they can go for
manipulation of their revenues and expenses.

Depending on the objectives, companies can
understate or overstate their financial statements. One
of the main reasons for understating or overstating the
accounting figures is to follow some incentives and tax
saving has been the most important among these
incentives. This finding is consistent with [14]. Apart
from tax savings, companies also intend towards
earnings management for personal benefits like
bonuses, commission and other benefits. Different
studies have also proved this fact. For example, [22]
find performance-based compensations as the main
cause of motivation towards earnings management. [5]
also supported similar findings. Secondly, companies
motivate towards earnings management in order to
increase their market share. Market share is the key to
show better performance as it is the cause of attraction
towards a particular company. As suggested by studies,
investors are motivated for investing in a company only
if it has high value for market share [11], [33].
Consistent with the literature, some other reasons for
motivation towards earnings management are to show
better performance and to present a better image in the
market [24], to achieve financial targets and to protect
themselves from market pressure [2] and last but not
the least for high earnings growth.

There are number of entities that are responsible for
earnings management but managers of the companies
can be considered as an important and responsible
entity. Managers are the insiders and being the key
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persons, they have detailed information about the daily
operations of the companies. Also, they usually contain
more information as compared to the other insiders and
outsiders  (asymmetrical  information). It s
responsibility of the managers to highlight and then
stop such illegal activities. But rather than stopping
others from manipulating items they usually are
involved in such activities. These results are aligned
with existing literature [3], [11]. Government is another
responsible  body for earnings management.
Government is the main body of any country and it is
the duty of government to take actions against
companies which are involved in earnings management.
But unfortunately, government does not take actions
against companies and shows negligence. It has made
some rules and regulations for the companies but there
is no strict policy for implementation of these rules and
their compliance to the companies. No support is found
from literature for this finding. Apart from the
discussed bodies, auditors can also play role in
motivating companies towards earnings management.
They have the authority to report against companies for
such unethical and illegal activities but they sometimes
failed to do so because of high pressures from top
authorities and sometimes they willingly do not take
interest in reporting actual figures for some personal
benefits which are attached in reporting fake
performance of the companies. [31] proved the fact that
high pressures do not let them move further and they
fail to report true picture. However; no support is found
for fake reporting in order to get some personal benefits.
Other responsible entities are ‘board’ and ‘owners’.
Because of high involvement of managers in the boards,
the board members are not able to take independent
decision because they have to follow the directions
provided by the managers. Similar results were
presented by [34]. As far as owners are concern, they
are also the cause of motivating employees and some
managers to manipulate figures. They are the persons
who set high targets for employees of the companies
without thinking that those targets are unachievable. If
goals are not SMART it will automatically motivate
employees to manipulate in order to get benefits and to
stay in the business. This fact was also proved by [33].

6. Conclusions

As there are many causes for earnings management
and most of the companies are involved in these
activities that severely need to be controlled. Foremost
remedial action for controlling earnings management
suggested by this study is improving reporting quality
of the financial statement. Many researchers have
suggested this as an important measure for controlling
earnings management. Reporting quality can be
improved by having proper check and balance. This
check and balance can be from government level, from
Security and Exchange Commission of Pakistan (SECP)
and from auditors. High authorities have tendency to

control such activities through proper check and
balance. Government and SECP can check whether the
rules and regulations set for the companies are being
implemented properly or not and auditors can check
whether companies are presenting their true picture to
the outsiders or not. Another important measure is to
form independent audit teams who can make fair
decision about the company’s position without having
pressure from higher authorities. Additionally, the
involvement of managers in the board should be
reduced. The independence of auditor committee and
board has also been suggested by many researchers.
This kind of independence will ultimately cause less
agency problems. One measure can improve the tax
collection system. Every individual should be bound to
pay his/ her tax without considering his/ her status.
Because it is a general practice that rich persons or
parties are free from taxes and all taxes are being paid
by the middle- or lower-class individuals. After tax
collection, it must be equally distributed as the purpose
of collecting tax is to provide benefits to the have-nots
in the society. Moreover, some facilities should also be
provided to the tax payers by the government for their
motivation to willingly paying taxes.

7. Limitations and Future Research

Small sample size, time consuming semi-structured
interviews, limited number of groups of interviewees,
non-availability of the experienced respondents and
financial constraints in a qualitative study are a few
leading limitations. Therefore, results of the study
cannot be generalized.

The limitations may include researcher’s bias to an
extent, lack of comfort level for some of the
respondents with the audio recording. Efforts were
made to overcome such limitations by takings notes
and transcribing the recorded verbatim while analyzing
the results. Future studies can include more groups to
get some new insights regarding causes and controlling
measures for earnings management. Subject to
financial and time constraints, number of interviews
can be extended for an in-depth understanding of the
phenomena related to the earnings management.

Findings, in terms of contribution of the current
study, have singled out government and auditors as
entities, in addition to managers and owners which are
responsible for earnings management. Empirical
studies can be conducted in search of more scientific
reasons associated with these new entities which are
responsible for earnings management and the reasons
behind supporting the earnings management. The
studies can also be extended over different sectors of
the economy of Pakistan for deep understanding of
earnings management as multiple sectoral comparison
was beyond the scope of this study.
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Appendix
Interview Guide

A. General

1. Do you think accounting financial statements are
important?

2. Why financial statements are so important?

3. How do you perceive the earnings figure in the
income statement?

4. Is there a relation between a company’s earnings
and its stock price?

B. Causes and Motivations

5. Do you think publicly listed companies or private
companies on the Karachi Stock Exchange use earnings
management?

6. If yes:

a) What would be the rough estimate of the
percentage of public and private companies using
earning management techniques?

b) What are some factors that motivate companies
to use it?

C. Responsibility

7. Who do you think is responsible for applying
earnings management?

8. What items do you think are being used to
manage earnings?

9. Is there a difference across different sectors
regarding the probable application of earnings


https://doi.org/10.1177/0148558X11401212

162

management? management?
D. Remedial Actions E. Further Questions
10. What actions do you think should be taken, and 11. Anything else you would like to share about

by whom, to reduce the probability of earnings earnings management?



