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Defond & Park (2001)
An earnings management measure that can be
calculated from a single income statement.
It relies on the accrual component of only net working
capital (NWC).
You deduct “the theoretical NWC” from the current
level of NWC.
Theoretical NWC is (current sales revenue / previous
sales revenue) * previous NWC
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Modified Jones Model
Uses (cross-sectional) data from a sample of companies
It is sensitive to the selection of the sample
Your “y-variable” is TACC (=net income – operating cash
flow), i.e. the accrual amount in net income
You use three variables as predictors (“x-variables”) of
TACC in a regression model: 1/Assets; Property plant and
equipment and (cash) Change of revenues
From this model you obtain the residual. It represent the
unexplained portion of accruals (in the income statement)
If the residual is positive: EM (because actual accrual
higher that theoretical) and vice versa.
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Modified Jones Model
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Modified Jones Model (continues)
Save the residual for all observations (represents the amount of
earnings management; it has a mean of zero).
Run a correlation matrix and a new regression with those
observations (less observations that in the initial sample because of
the lack of executive compensation information).
Now the residual of the first regression is your “y-variable”
Use CEO-related information as your “x-variables”:

The idea of this second model is to examine whether CEO related
aspects have a statistically significant association with the observed
earnings management
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Some words of caution
Overall, earnings management models do not have very
high explanatory power (R2)
The data retrieved for this assignment is from software
and information systems related industries. There the
amount of PPE may be lower than is the case in
traditional manufacturing industries (leading to
potentially even weaker explanatory power in the first
regression).
Note that the correlation and regression analysis in excel
does not accept (any) empty cells without values. If you
find such cells, you need to exclude those rows from the
analysis.
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Other comments
Even though the data that you need in the analyses is
given to you in a preprocessed format in the columns CI of the excel file (Assignment 7 data.xls), you are free
to modify the data, if you want to do so.
For example, the data in column H (the proportion of
salary+bonus divided by the total compensation) is
informative of the willingness of the CEO to engage in
short term earnings management. You may feel that e.g.
having a bonus pay (column AG in the excel sheet) as a
part of the compensation package is a better predictor of
earnings management. In such case, you can change the
analysis and report results from that analysis.
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Other comments
If you are very competent in regression analysis, you
can test to run the second regression using logistic
regression where you code as ‘1’ those (absolute) EM
values that are high/low (e.g. 25% tails), and other as
‘0’. (You may want to save this part to your master
thesis as this is more complex and time consuming to
run in excel: “https://www.statology.org/logisticregression-excel/”; it is much faster to do in a statistical
software such as Stata, SAS or SPSS).
That enables you to test whether your x-variables have
power to separate low & high values compared to
“normal” level of EM measures.
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