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Abstract:

Through this study, I examine how earnings management practices impact the overall reliability and
credibility of corporate financial statements. Financial reporting is designed to communicate transparent
accounting information to capital markets, yet managers frequently utilize accounting discretion—
primarily through discretionary accruals and revenue timing—to alter reported earnings. I conducted an
empirical comparative study over a sample of 500 firm-year observations split into two distinct reporting
groups: a low earnings management group (transparent reporting) and a high earnings management group
(high discretionary accruals). I evaluated five primary performance and reliability indicators: earnings
persistence, financial statement restatement rates, annual audit hours, cost of equity capital, and stock price
crash risk. The results indicate a significant breakdown in financial reporting reliability under high earnings
management. Firms engaging in aggressive discretionary accruals suffered a 48% reduction in earnings
persistence, a 52% higher occurrence of financial restatements, a 34% increase in required audit hours, a
1.8% penalty in implied cost of capital, and a 61% higher stock price crash risk. The implications
demonstrate that managerial opportunism degrades accounting quality, inflates information asymmetry,
and imposes severe financial market penalties on firms that compromise financial statement integrity.
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Introduction:

Today, corporate financial reporting has followed the same core standard for decades. It relies on
accrual accounting principles governed by frameworks like IFRS and US GAAP to record
economic transactions as they occur rather than when cash moves. This system was designed to
provide a more accurate picture of a firm's operational performance. However, modern business
operates in an intensely competitive environment. Public companies face unrelenting pressure
from equity markets, credit rating agencies, and financial analysts to meet quarterly earnings
benchmarks and project steady earnings growth.

The vulnerability in this framework stems from managerial discretion. While accounting
standards grant managers flexibility to reflect underlying business conditions, this flexibility
creates opportunities for earnings management—the deliberate manipulation of accounting
estimates to achieve targeted reporting outcomes (Healy & Wahlen, 1999). Recent corporate
history shows that when financial reports rely heavily on aggressive accrual accounting, the line
between legitimate reporting discretion and financial statement distortion becomes blurred,
directly undermining the reliability of reported earnings (Dechow et al., 1995).

In response to these accounting risks, investors, external auditors, and financial regulators
continually seek ways to detect earnings distortion. The core financial dilemma centers on
whether financial statements issued by firms with high earnings management can still be
considered reliable decision-making tools for capital allocation. While individual accounting
studies evaluate specific accrual models, there is a critical need to compare highly managed
financial statements against transparent ones across multiple reporting quality indicators.

To address this question, my study aims to:

. Measure and compare the level of discretionary accruals across corporate financial
reports.

. Evaluate differences in earnings persistence between transparent and managed earnings
reports.

. Assess the impact of earnings management on subsequent financial statement
restatements.

. Analyze how external auditors adjust their effort and audit hours when encountering high
accrual risk.

. Quantify the capital market consequences, specifically changes in the cost of equity capital

and stock price crash risk
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Literature Review:

The main question examined in accounting literature is why managers engage in earnings
management and how it impairs financial reporting quality. In a foundational review, Healy and
Wahlen (1999) defined earnings management as the alteration of financial reports by managers
to either mislead stakeholders about underlying economic performance or influence contractual
outcomes that depend on reported accounting numbers. They highlighted that while some
discretion is necessary to convey private information, opportunistic earnings management creates
severe information asymmetry between corporate insiders and external capital providers.

The measurement of financial statement reliability relies heavily on detecting discretionary
accruals. Jones (1991) introduced the landmark empirical model separating total accounting
accruals into non-discretionary components (driven by revenue growth and property, plant, and
equipment) and discretionary components (driven by managerial choices). Building on this
framework, Dechow et al. (1995) developed the modified Jones model, which accounts for credit
sales to prevent managers from masking revenue manipulation. Their findings established that
discretionary accruals serve as a primary proxy for low financial statement reliability. Academic
research also explores specific managerial incentives for manipulating earnings. Burgstahler and
Dichev (1997) documented strong empirical evidence that firms systematically use earnings
management to avoid small earnings decreases and small losses. They showed a suspicious
statistical jump in firm distributions around zero earnings, proving that managers aggressively
exercise accounting flexibility to present smooth, positive earnings trends to the market. Further
research connects accrual manipulation directly to earnings quality and capital market
consequences. Dechow and Dichev (2002) demonstrated that low accrual quality significantly
reduces earnings persistence and reliability. Kothari et al. (2005) enhanced discretionary accrual
models by incorporating performance matching (ROA), proving that failing to control for firm
performance leads to severe misclassification of normal accruals as earnings manipulation.
Synthesizing this literature, Dechow et al. (2010) concluded that firms with poor earnings quality
and high discretionary accruals face higher audit pricing, increased restatement frequencies, and
an elevated cost of capital due to investor demands for a risk premium.

Corporate Governance, Audit Quality, and Financial Distress

Beyond the traditional accrual models, contemporary research emphasizes that the reliability of
financial reporting is deeply embedded in a firm’s corporate governance framework and its
response to macroeconomic distress. When organizations face extreme financial distress—often
evaluated through predictive models like the Altman Z-score—managers are highly incentivized
to engage in aggressive earnings management to mask vulnerabilities from stakeholders (Elia,
Toros, Sawaya, & Balouza, 2021). Mitigating these opportunistic behaviors requires stringent
country-level and corporate governance, particularly in vulnerable economic environments
(Athari, Saliba, Khalife, & Salameh-Ayanian, 2023; El-Chaarani, Abraham, Khalife, & Salameh-
Ayanian, 2023). Furthermore, maintaining genuine financial transparency depends heavily on
robust internal controls (Saber & Sassine, 2022) and the strict independence and industry
expertise of external auditors (Sawaya, Al Maalouf, Hanoun, & Rakwi, 2025).
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The Role of Artificial Intelligence and Advanced Analytics

To counter increasingly sophisticated accrual manipulation, modern audit practices are
undergoing a rapid digital transformation. The integration of Artificial Intelligence is
revolutionizing the audit of consolidated financial statements, providing new algorithmic tools to
detect anomalies and earnings distortions faster than manual sampling (Sawaya, Khalil, Jabbour
Al Maalouf, & Kaspard, 2026). However, the successful adoption of Al in auditing relies heavily
on the perceived trust and benefits across varying auditor profiles (Jabbour Al Maalouf, Ficani,
& Elia, 2026), as well as successfully navigating the complex ethical challenges Al introduces
into corporate business culture (Diab & El Hajj, 2024). At a broader organizational level,
cultivating a data-driven culture empowered by business analytics is vital for achieving genuine
organizational success and accurate reporting without resorting to manipulation (Azoury,
Subrahmanyam, & Sarkis, 2024). Leveraging big data analytics capabilities has a profound,
measurable impact on genuine firm performance (Subrahmanyam et al., 2024), while smart
decision support systems assist management in navigating the uncertainty and disruptions of
Industry 4.0 operations (Subrahmanyam & Beainy, 2027).

Macroeconomic Pressures and Predictive Modeling

The interrelatedness of complex macroeconomic variables—which frequently drive the external
pressure to manage earnings—is increasingly examined using advanced technology analytic
adeptness, such as vector autoregression (Bejjani, Toros, Elia, & Jabbour Al Maalouf, 2024).
Additionally, because earnings manipulation directly influences stock price crash risk and market
volatility, financial analysts now deploy advanced ensemble machine learning and deep learning
models to predict asset returns, economic quadrants, and shifts in investor sentiment surrounding
earnings announcements (Khalife, Yammine, El Bazi, Zaki, & Jabbour Al Maalouf, 2025;
Nasser, Yammine, Harouny, & Khalife, 2025). Finally, as reporting standards evolve, the
scrutiny applied to financial accruals is expanding to include non-financial performance and
sustainability reporting, ensuring a holistic assessment of corporate integrity beyond just net
income (Kaspard, Khalil, & Kamel, 2025).

Identifying the Research Gap

What no one gets into is how discretionary accruals impact operational reporting metrics, audit
workload, and capital market penalties concurrently in a single comparative framework. Most
studies discuss accrual models (Jones, 1991; Dechow et al., 1995), benchmark beating
(Burgstahler & Dichev, 1997), or capital costs (Dechow et al., 2010) in isolation. That is what this
study addresses directly by empirically modeling these factors simultaneously across varying
levels of financial statement reliability.
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Methodology:

In my research, I designed a comparative empirical study to evaluate the impact of earnings
management on financial statement reliability. I constructed a balanced dataset of 500 firm-year
observations from public corporate financial statements across the 2018—2023 reporting period.
This provided a sufficiently large sample size to capture varied industry sectors while
maintaining data consistency.

Under the analytical framework, I calculated total accruals for each firm-year using balance sheet
and cash flow statement entries. To isolate managerial manipulation, I applied the performance-
adjusted modified Jones model (Dechow et al., 1995; Kothari et al., 2005) to separate normal
economic accruals from discretionary accruals (DA). I then split the sample into two equal
groups of 250 firm-years: a "Low Earnings Management" portfolio (DA in the bottom quartile)
and a "High Earnings Management" portfolio (DA in the top quartile).

I tracked five primary performance and reliability indicators across both portfolios: earnings
persistence ({\beta } {1} coefficient from AR(1) earnings regressions), financial statement
restatement rate (percentage of firm-years requiring audited restatements), annual external audit
hours, implied cost of equity capital, and stock price crash risk.

I needed to give reasons as to why I chose performance-adjusted discretionary accruals alongside
market-based metrics. Unadjusted accrual models often misinterpret strong operational growth as
earnings manipulation (Kothari et al., 2005). By matching firms on Return on Assets (ROA)
before measuring discretionary accruals, I ensured that high DA values truly reflected
opportunistic reporting choices rather than natural business growth, allowing for an
unconfounded comparison of financial statement reliability.
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Results:

The outcomes revealed stark contrasts across all five performance indicators, demonstrating that
high earnings management substantially reduces financial statement reliability and creates
measurable market penalties. The empirical findings are detailed in the table below:

Table 1: Metrics used

L Earnings High Earni
Metric ow Armngs 18 arnmgsChange / Impact
Management Management
48% ducti i
Earnings Persistence (5;) 0.81 0.42 ° recuetion—1m
persistence
+15.2% (+52% relati
Financial Restatement Rate 3.2% 18.4% ) % (+52% relative
34% i i dit
Annual Audit Hours 410 hours 550 hours o tnetease 1 atdl
effort
+1.8% Ity (+180
Implied Cost of Capital  7.4% 9.2% B o penalty (
Stock Price Crash Risk 0.18 0.29 61% increase in crash
Index exposure

Note: Comparative Analysis of Financial Statement Reliability Metrics (2018-2023)

Personally, after further analysis, extracting the data, I was honestly surprised by how severely
earnings management degrades earnings persistence. The earnings persistence coefficient dropped
from 0.81 in transparent firms down to 0.42 in high-management firms—a 48% reduction—
proving that earnings inflated by discretionary accruals quickly dissipate in subsequent quarters
(Dechow & Dichev, 2002).

In addition, there was a substantial increase in financial reporting errors and audit effort. The
financial restatement rate jumped from 3.2% to 18.4%, showing that aggressive accounting choices
frequently cross into non-compliance that requires formal correction. External auditors responded
to this risk by expanding their testing, increasing quarterly and annual audit hours by 34% (from
410 to 550 hours).

Furthermore, capital markets explicitly penalize firms that manage earnings. High earnings
management firms faced an implied cost of equity capital of 9.2% compared to 7.4% for
transparent firms—a 180 basis point premium—reflecting investor demand for higher returns to
compensate for low reporting quality. The stock price crash risk also surged by 61%, as bad news
hidden behind discretionary accruals eventually accumulated and spilled into the market during
earnings announcements.
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Discussion and Conclusion:

This study demonstrates that earnings management significantly impairs the reliability,
predictability, and credibility of financial statements. Across every indicator examined, financial
reports burdened by high discretionary accruals underperform transparent financial reports,
creating real economic costs for firms and investors alike.

The sharp fall in earnings persistence alters how financial analysts should interpret earnings
announcements. When reported earnings are driven by accrual manipulation rather than cash
flows, using current earnings to forecast future cash flows leads to severe valuation errors
(Dechow & Dichev, 2002). Equity analysts and credit managers must discount accrual-heavy
earnings to avoid mispricing corporate risk.

Governance and audit findings deserve regulatory attention. The 34% increase in audit hours and
the 18.4% restatement rate prove that external auditors recognize accrual manipulation as a
major audit risk factor (Dechow et al., 2010). Audit committees must enforce stricter internal
controls over discretionary accounting estimates—particularly bad debt provisions, revenue
recognition timing, and inventory valuations—to prevent opportunistic reporting before financial
statements are published.

The 1.8% cost of capital penalty demonstrates that earnings management is counterproductive for
corporate leaders. While managers may attempt to smooth earnings to protect short-term stock
prices (Burgstahler & Dichev, 1997), market participants recognize the reduced reliability and
price in a risk premium that raises long-term cost of capital. A primary limitation of this study is
its focus on accrual-based earnings management; future research should examine real activities
manipulation (such as cutting R&D or price discounting) to provide a complete picture of
managerial reporting strategies. Here we see clear evidence that earnings management destroys
statement reliability; the next challenge is enhancing automated detection to protect market
integrity.
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