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ABSTRACT

A Study on the Effect of
Debt to Equity Ratio on Earnings Management

Jeng— hee Kim

Department of Accounting

Graduate School of Cheju National University
(supervised by Professor Kyung-Joo Lee)

This paper empirically examines whether earnings management
depends on debt-to—equity ratio and whether firms use different vehicles
for earnings management depending on debt-to—equity ratio.

In this study, according to the prediction of debt/equity hypothesis, it
1s argued that most firms attempt to manage earnings in response to
debt rate. secondly I used a systematic decomposition approach to
examine the relationships between the degree of debt-to-equity ratio and
the vehicles firms use for earnings management.

I used 1,944 firm-year observations from the period of 1995 to 2000 to
partition the sample into high debt-to-equity ratio firms and low
debt-to—equity ratio firms and then examine whether the earnings
management vehicles firms use follow some particular patterns
depending upon the extent of debt level.

In order to identify the particular patterns of earnings management
vehicles, I used mean difference tests, and correlation tests.

The empirical results of the study reveal that high debt-to—equity
ratio firms tend to exhibit higher level of management.

The results of the study also show that there are clear differences

_3_



between high debt-to—equity ratio firms and low debt-to—equity ratio
firms in the employment of earnings management vehicles.

More specifically, high debt-to-equity ratio firms rely heavily on
non-cash gains when the firms increase reported earnings, while low

debt-to—equity ratio firms tend to use non-cash expenses.
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Aol AHE AVME & F ' VITol 2 F A Ao

FHAN(TA)2 NIoA CFOE A3 8t 3t} FaA N2 2|4 2
Aol wiA A WAoo r LAl e AFH EA Yol o]y
aA71E YeEtg = FAlolth, A FA DA AL Jones(1991)7F AHE-3F BE &5
S AFESE Aol dutdoluy FESE A AIEAET) ojok sl BEFA
717 5 FxRWAo gl 7hdol Al fujE A goloF il B A
Aol dFHoJoF = SHAES VAL JAIR FHE Jones EHEES
o] &, E AFox = FHAAI gk WA NS o] &3fo] o]dH] ofF
5 ATy FEAAE g2 HeAHYE sulEdoer Y &S AHE
At

3) W9 7l=4 FA

B oA AFg3 W2l CFO, NI 2 TA o W3 7<% 54+

%2> e

<X 2> 8579 7|4 A

B{= Hgt =2 vt i PN 2| A7t ES o A

TA -0.053 -0.039 0.116 -0.739 0.524

NI -0.009 0.019 0.135 -0.997 0.566

CFO 0.044 0.047 0.077 -0.261 0.317

TA : %49 = NI-CFO

NI @ g7]ol e/l =
CFO : ddvas/cr=
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Jones(1991) = wi & o] Wstel FPARS o] &ato] BIA FA TAY A=
T8k WS e o] WL
U M oA oA s
t= Aol Aok 2Py o] RS WiEd Y FE A BER O]"—‘.E@
o] 7hEA A3t A H S 7FA L Q). o]o] Dechow (1995)% Jones
7F A 2ol mE o] o]xAHol o R ALEE A v o
AdS MAdsted 4% Jones =S /st

WA FAANTACC) & Th&3} o] F4 @),

O:

ol
ox o
filo

—

TACC i = by / ASSET—; + bi(ASALES;; -4AR;)/ASSET;-;
+ boPPE,/ASSET;-; + &4 ————————————————— (1)

o] 714, TACC ;@i 7199
ASSETi; : i 719

i_;r#

=
AR, t 1 7199 tdE wEAAANA 1% EAQES 2sk
=

Ao HAARE FHE AAAFE ol §3tol vhast Lol MAFH B4
o et

NACC i = by / ASSETjr; + bi(ASALES;; -AAR;)/ASSET;
+ hPPE/ASSET:.; = e 2)
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<E 4> oA Ee Wi BEate] AT A (FLAATE)
T SLHA (LI =0l -HYel=58)

t ot
dx FAOlE0l =285 | FALE0 HedH
1995 -0.007 -0.013 0.66
1996 -0.020 -0.005 -0.64
1997 -0.032 -0.055 0.83
1998 -0.106 -0.196 2.65%*
1999 -0.019 -0.071 1.64
2000 -0.022 -0.093 2.043
e A -0.025 -0.083 4. 75%%x

. p<.05 #xx p<.01

w3kl p<.001
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<3 6> ol HY A=l ik AaHA AF A3(CFO, NI
A2 (CFOND
T EET L moje Al ~Tlofo Abzkeby
AE2HA 4 tok A EHA 4 tok
1995 158 0.3863%sxx 5.304 0.4503%s 6.390
1996 158 0.277 53k 3.561 0.277 35k 3.561
cxugol |1997] 158 | 0.437x0x 6.135 0.361 s 4.895
=2 11998) 158 | 0.383u 5.237 0.674%xx | 11515
1999 158 | 0.432:x 6.040 0.58 15k 9.024
2000 158 | 0.474sx 6.816 0.6425x 10.596
& 0.51 6%k 7.625 0.602:x 9.554
1995 166 0.507 sk 7.303 0.37T s 5.043
1996 166 0.1393: 1.781 0.263%x 3.457
sxuigol |1997) 166 0.103%x 1.321 0.2903x 3.834
= BH 1998 166 | 0.338x 4.546 0,506 7.429
1999 166 0.194 s 2.501 0.37 43 5.107
2000{ 166 0.171 2 1.426 0.2503sx 3.264
& A 0.404 5 5.583 0.445%sx 6.269
wxk p< 0]
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SR HIZ E2 AH059) | 2H Hig 22 A6
s T2t
oD OEET oD aEmR
NCASHE 0.040 0.034 0.066 0136 -2.45*
NCASHG 0013 0.031 0.010 0018 1.27
DEP 0.004 0.003 0.005 0.007 -1.15
BDEBT 0.008 0018 0.018 0.038 -2.86**
PEN 0.005 0.004 0.005 0.004 -0.09
LOSS 0.021 0.022 0.029 0.047 -2.02*
GAIN 0013 0.031 0.010 0.018 1.27
A AR -0.020 0.036 -0.014 0.038 -1.46
AINV -0.019 0.031 -0.009 0.017 -3.46"
AAP 0.001 0.023 0.006 0.023 -1.70

x: p<.05 xx: p<0]

(44 NCASHE="]&54]-8, NCASHG=H =5, DEP=77}/47t4], BDEBT=t<7¢ 71|, PEN=§|
A Fodng, LOSS=AFA 2 2 B34435, GAIN=AA R 2 Faddate], AAR=vZAdW

5, AINV=AZAAE AAP=v] A5 5,

_33_



<E 8> ol see] W PEael AF A
(A= AT/ ATS)
SRl g &2 AC158) | 27 HIg 22 EEH166)
5= et
IZ | ERER | @@ | EREA
1995 0.013 0.010 0.019 0.042 -1.55
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