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Incentives to Inflate Reported Cash from
Operations Using Classification and Timing
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ABSTRACT: This study examines when firms inflate reported cash from operations in
the statement of cash flows (CFO) and the mechanisms through which firms manage
CFO. CFO management is distinct from earnings management. Unlike the manipulation
of accruals, firms cannot manage CFO with biased estimates, but must resort to
classification and timing. | identify four firm characteristics associated with incentives to
inflate reported CFO: (1) financial distress, (2) a long-term credit rating near the
investment/non-investment grade cutoff, (3) the existence of analyst cash flow
forecasts, and (4) higher associations between stock returns and CFO. Results indicate
that, even after controlling for the level of earnings, firms upward manage reported CFO
when the incentives to do so are particularly high. Specifically, firms manage CFO by
shifting items between the statement of cash flows categories both within and outside
the boundaries of generally accepted accounting principles (GAAP), and by timing
certain transactions such as delaying payments to suppliers or accelerating collections
from customers.

Keywords: classification shifting; real activities manipulation; cash flow reporting.

Data Availability: Data are available from public sources identified in the study.

I. INTRODUCTION

ash from operations (CFO) and earnings are complementary measures of firm
performance. Recent studies document that a growing and economically significant
proportion of firms’ analysts and managers issue cash flow forecasts (DeFond and Hung

I thank my dissertation chair, Russell Lundholm, for his much-appreciated guidance and members of my dissertation
committee, Ilia Dichev, Cathy Shakespeare, Jim Walsh, and Ji Zhu, for their thoughtful comments and suggestions. I also
thank Peter Demerjian, Michelle Hanlon, Amy Hutton, Steven Kachelmeier (editor), Reuven Lehavy, Sarah McVay,
Gregory Miller, Kyle Peterson, Nemit Shroff, Susan Shu, Billy Soo, Peter Wilson, and two anonymous referees for their
helpful comments, and Gavin Seng for programming assistance using Python. The manuscript has benefitted from the
comments of workshop participants at Boston College, University of California, Berkeley, Dartmouth College, Emory
University, Georgia State University, Massachusetts Institute of Technology, University of Michigan, University of
Oregon, The Pennsylvania State University, Southern Methodist University, University of Utah, and Yale University. I
gratefully acknowledge financial support from the Paton Accounting Fellowship, the Ross School of Business at the
University of Michigan, the Deloitte Foundation and the Carroll School of Management at Boston College.

Editor’s note: Accepted by Steven Kachelmeier.

Submitted: June 2010
Accepted: July 2011
Published online: August 2011



2 Lee

2003; Wasley and Wu 2006; Call 2008). One potential explanation for this trend is that investors
are paying more attention to CFO. Many financial accounting textbooks and investment advisors
advocate comparing earnings to CFO, and consider a wide disparity a red flag on the basis that CFO
is more “real” than earnings.'> However, cases of cash flow misreporting have raised concerns that
managers exercise discretion in financial reporting and in the timing of transactions to inflate
reported CFO (hereafter, CFO management).® Despite these concerns, there is limited research
about when, why, and how firms manage reported CFO.

This study examines the following questions: (1) What are the incentives to upward manage
reported CFO? (2) What are the mechanisms through which firms manage reported CFO? In this
study, CFO management is distinct from earnings management. Specifically, CFO management
stems from incentives to inflate reported CFO and not earnings.* To the extent that investors focus
solely on earnings, incremental CFO management would be pointless. However, depending on the
firm characteristics, CFO and earnings have different implications for future earnings and,
correspondingly, for investors. For example, executives rank earnings as the most important
financial metric to external constituents in general, but consider CFO more important than earnings
when the firm is near distress (Graham et al. 2005, 20).

Empirically, the multitude of transactions that simultaneously increase reported CFO and
earnings poses a challenge in distinguishing between CFO management and earnings management.
For example, reducing discretionary expenses increases both earnings and CFO (Dechow and Sloan
1991; Bushee 1998; Roychowdhury 2006). To investigate CFO management as a separate
phenomenon from earnings management, I examine how managers use classification and timing to
inflate reported CFO. Classification refers to shifting items among the statement of cash flows
categories, namely operating, financing, and investing, holding earnings and aggregate cash flows
constant. Timing refers to the adjustment of working capital to alter reported CFO, holding earnings
constant. The choice to investigate CFO management holding earnings constant possibly
understates the economic prevalence of the behavior, but offers a clean setting to examine CFO
management net of the confounding effects of earnings management.

I hypothesize that firms inflate reported CFO in response to incentives. I identify four firm
characteristics that likely indicate reported CFO is particularly important to investors and, thus,
managers have stronger incentives to inflate reported CFO. The firm characteristics are (1) financial
distress, (2) a long-term credit rating near the investment/non-investment grade cutoff, (3) the
existence of analyst cash flow forecasts, and (4) higher associations between stock returns and CFO.

To test the hypothesis that firms inflate reported CFO when the incentives to do so are high, I
decompose CFO into expected and unexpected components by modeling expected CFO based on
Dechow et al. (1998). The results show that unexpected CFO is increasing in incentives to inflate
reported CFO. In terms of magnitude, a one standard deviation increase in one of the firm
characteristics listed above increases unexpected CFO by up to 5 percent of total CFO, depending
on the firm characteristic.

See articles by Fink (2000), Glassman (2002), Henry (2004 ), and Lauricella (2008), and books by Schilit (2002),
Wild et al. (2004), Libby et al. (2008), and Dyckman et al. (2011).

For example, “Wild et al. (2004 ) suggest that cash flows are often less subject to distortion than is net income . . .
Certain users consider earnings of higher quality when the ratio of cash flows from operations divided by net
income is greater” (Libby et al. 2008, 181).

As an example, in 1999 Enron was $500 million short of the cash flow target that it had told the national credit-
rating agencies it intended to achieve for the year. To make up for the shortfall, Enron entered into a transaction
internally known as Project Nahanni that allowed Enron to generate cash from operations by selling Treasury
bills bought with the proceeds of a loan.

This does not mean that incentives to manage earnings and CFO are mutually exclusive.
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Incentives to Inflate Reported Cash from Operations Using Classification and Timing 3

Having documented that firms upward manage reported CFO in response to incentives, I then
investigate how firms manage reported CFO. Using two specific settings in which earnings are held
constant, [ examine whether firms use classification to inflate reported CFO. First, using a sample of
firms that restated CFO downward due to classification errors (restatement sample), I find that firms
are more likely to restate CFO when managerial incentives to inflate reported CFO are stronger. The
regression results suggest that depending on the firm characteristic, on average, a one standard
deviation or one unit increase in the firm characteristic increases the odds of having a cash flow
restatement by at least 37 percent. Second, I examine the classification of a specific item—the tax
benefit of stock options—that the accounting standards did not require to appear in a particular
section of the statement of cash flows prior to July 20, 2000. Thus, firms could choose to classify
this item in the operating, investing, or financing section of the statement of cash flows.> This item
is well suited for my research question because the tax benefit of stock options reduces taxes but
does not affect income tax expense. Instead, this item is credited directly to stockholders’ equity.
The actual cash savings appears on the statement of cash flows. Subsequently, the Emerging Issues
Task Force (EITF) Issue No. 00-15 requires firms to classify the tax benefit in the operating section,
effective July 20, 2000. It is possible that some managers classify the tax benefit in the operating
section based on their interpretation of the standards prior to the EITF guidance, and without any
opportunistic intent. However, such tendencies are going to introduce measurement error that is
likely to weaken the results in this study.

I provide some evidence that firms are more likely to classify the tax benefit in the operating
section when incentives to manage CFO are stronger. Depending on the firm characteristic, a one
standard deviation or one unit increase in the firm characteristic increases the odds of classifying the
tax benefit in the operating section of the cash flow statement by at least 14 percent. Taken together,
the results from the restatement sample and the tax benefit sample suggest that firms use
classification to manage reported CFO.

Next, I investigate whether firms inflate reported CFO by timing certain transactions such as
delaying payments to suppliers or accelerating collections from customers.® A deliberate effort to
increase reported CFO at the end of the fiscal year would shorten the industry-adjusted cash
conversion cycle in the last quarter of the fiscal year, and reverse it in the first quarter of the
following year. Alternatively, if the shorter cycle persists into the first quarter of the following year,
then this would indicate a general improvement in working capital management. The results show
that incentives to inflate CFO are associated with a shorter cycle in the fourth quarter of the year
that reverses in the next quarter. Further analysis reveals that the association is stronger for
non-December year-end firms. For these firms, it is likely that the fiscal year-end of their customers
or suppliers does not match their own year-end, making them better able to “time” the transaction
in a favorable way for the firm.

This study contributes to the literature on managers’ incentives to take actions that do not
change bottom-line earnings but can significantly affect the expectations of investors and other
financial statement users through financial statement presentation (e.g., Bowen et al. 2002; McVay
2006; Barua et al. 2010; Fan et al. 2010; Robinson 2010). The results suggest that managers do not
perceive all categories as equally important, and that they exercise discretion over where to report

3 For the nine months ended June 30, 2000, Lucent Technologies reported CFO of —$378 million and would have
shown a decline instead of an improvement in CFO when compared with the same period in the prior year if not
for the $1,026 million in tax benefit from stock options.

S As an anecdotal example of an alleged case of cash flow “misreporting,” Goldman Sachs analyst Gary Lapidus
estimated that Ford Motor’s cash balance as of June 30, 2002, was overstated by as much as $10 billion because
Ford Motor delayed payments on lease or loan incentives to Ford Credit, the company’s financial arm, thereby
boosting Ford Motor’s annual cash flow by $1.4 billion a year (Wall Street Journal 2002).
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an item when the classification system is vague (Mulford and Comiskey 2005; Nurnberg 2006;
Ohlson and Aier 2009).” In their joint financial statement presentation project, the Financial
Accounting Standards Board (FASB) and the International Accounting Standards Board (IASB)
propose separate presentation of operating, investing, and financing activities, in not only the
statement of cash flows, but also in the balance sheet and income statement. Although the
classification categories can be useful to financial statement users in making decisions, the evidence
that managers manipulate these classifications caution users against relying fully on the
classification in forming their expectations.

Finally, this study complements the earnings management literature. The results cannot speak
to the incidence of cash flow management versus earnings management. However, the evidence
suggests that there are limitations to using CFO as a benchmark to identify earnings management.
Contrary to the belief that CFO is “real,” this study provides evidence that managers also exercise
discretion in reporting CFO. If managers engage in both earnings and CFO management, then a
small gap between earnings and CFO does not provide assurance that there is no earnings
management. To the best of my knowledge, this is the first study to identify when and how
managers inflate reported CFO.

The next section reviews relevant literature and develops the hypothesis. Section III presents
the data, sample, and descriptive statistics; Section IV the test design and the results. Section V
provides additional tests and results, and Section VI concludes.

II. PRIOR LITERATURE AND HYPOTHESIS DEVELOPMENT

Generally, earnings are superior to CFO as a summary measure of firm performance (Dechow
1994), but many market participants advocate the use of CFO to gauge the credibility of earnings,
on the assumption that “Cash is king.” Several studies note an increase in analyst and management
cash flow forecasts over time.® One explanation for this trend is market participants’ demand for
cash flow information (Wasley and Wu 2006), especially after the series of corporate scandals in
2000-2001. Consistent with the view that comparing earnings to CFO is potentially useful in
uncovering earnings management, recent studies suggest that analyst cash flow forecasts help to
mitigate earnings management (DeFond and Hung 2003; Wasley and Wu 2006; DeFond and Hung
2007; MclInnis and Collins 2011). However, anecdotes suggest that firms also manage reported
CFO. Appendix A details how Dynegy structured a complex transaction using a special purpose
entity (SPE) to masquerade a loan as a cash inflow from operations. The terms of the contract and
mark-to-market accounting rules allowed Dynegy to record a $300 million increase in reported
CFO for the year 2001 without any effect on earnings. Subsequently, the SEC required Dynegy to
restate its cash flow statement by reclassifying the $300 million from the operating section of the
cash flow statement to the financing section.

7 For example, SFAS No. 95 classifies interest as an operating cash flow, but classifies the receipt or repayment of
the principal on a loan as a financing cash flow. Vent et al. (1995) and Nurnberg (2006) discuss how this
requirement is subject to a variety of reasonable interpretations, resulting in at least four methods of classifying
the cash flows related to long-term debt in current practice. As another example, cash flows from trading
securities are classified as operating cash flows, while cash flows from non-trading securities are classified as
investing cash flows. However, each company determines the boundaries between trading and non-trading
activities, consistent with how each manages its securities holdings.

DeFond and Hung (2003) report that for all annual earnings forecasts on I/B/E/S, only 1 percent include a cash
flow forecast in 1993 and by 1999, 15 percent include a cash flow forecast. Wasley and Wu (2006) find that
analyst forecasts of cash flow during the 20002003 period more than doubled from pre-2000 levels. In a more
recent study, Call (2008) documents that analyst cash flow forecasts have increased dramatically in the last
decade, from 4 percent of firms with an earnings forecast in 1993 to 54 percent in 2005.
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Incentives to Inflate Reported Cash from Operations Using Classification and Timing 5

In addition to anecdotal evidence, prior research suggests that firms have incentives to manage
reported CFO, even in the absence of an effect on bottom-line earnings. First, studies have
documented that firms manage the presentation of items in the financial statements even when there
is no change in bottom-line earnings. Engel et al. (1999) find that firms use the proceeds of trust
preferred stock issuances to retire debt in order to reclassify obligations out of the liability section of
the balance sheet. Bowen et al. (2002) provide evidence that Internet firms with greater individual
investor interest and those that seek external financing adopt aggressive revenue-reporting practices
that increase both revenue and expense and, thus, do not affect bottom-line earnings. Other studies
find that managers inflate core earnings by opportunistically shifting expenses from core expenses
to non-core expenses such as special items (McVay 2006; Fan et al. 2010), discontinued operations
(Barua et al. 2010), and tax expense (Robinson 2010). Second, there is some evidence of capital
market benefits associated with meeting or beating cash flow benchmarks, suggesting that firms
have incentives to manage reported CFO. Call (2008) finds that when setting stock prices, investors
place more weight on CFO for firms with analyst cash flow forecasts, even after controlling for
earnings. DeFond and Hung (2003) and Zhang (2007) document that the stock market reaction to
cash flow surprise is positive even after controlling for earnings surprise.

This study hypothesizes that firms inflate reported CFO in response to incentives. I identify four
firm characteristics that likely indicate reported CFO is particularly important to investors and, thus,
managers have stronger incentives to inflate reported CFO. The firm characteristics are (1) financial
distress, (2) a long-term credit rating near the investment/non-investment grade cutoff, (3) the
existence of analyst cash flow forecasts, and (4) higher associations between stock returns and CFO.

This study is related to, but distinct from, the literature investigating the use of real activities to
manage earnings. Several studies show that managers engage in real activities manipulation to
increase earnings (Dechow and Sloan 1991; Bushee 1998; Roychowdhury 2006). However, the
effect of such activities on CFO is unclear. On one hand, reducing discretionary expenditures such
as research and development costs has a positive effect on CFO after controlling for sales level. On
the other hand, activities such as price discounts, channel stuffing, and overproduction have a
negative effect on CFO after controlling for sales level. Considering both effects, Roychowdhury
(2006) finds that, on average, firms that manage earnings upward using real activities have lower
unexpected CFO, suggesting that the latter effect dominates. In contrast to the literature focusing on
earnings management, | focus on incentives and methods to inflate CFO, holding earnings constant.

I next elaborate on why firms have incentives to inflate reported CFO when one or more of the
firm characteristics are present. I then discuss how firms inflate reported CFO.

Firm Characteristics Associated with Incentives to Manage CFO

Financial Distress

Prior research provides mixed evidence on whether cash flow information is relevant for
financially distressed firms. Casey and Bartczak (1985) find that cash flows do not provide
incremental information in distinguishing between bankrupt and non-bankrupt firms, but a more
recent study by Sharma (2001) finds that they do. Furthermore, while Gombola et al. (1987) and
Gentry et al. (1985) find that cash flows are not significant in predicting firm failure, Previts et al.
(1994) find that cash flows appear to be more important to analysts in evaluating companies that are
highly leveraged, and Graham et al. (2005) document that executives consider cash flow measures
more important to external constituents than earnings when the firm is near financial distress. The
more recent results supporting the importance of cash flow information for distressed firms are
consistent with cash flows being a traditional measure in evaluating credit and bankruptcy risks
(Beaver 1966; Ohlson 1980; DeFond and Hung 2003). Thus, I expect managerial incentives to
inflate reported CFO to be stronger when the firm is near financial distress.
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Investment versus Non-Investment Grade Cutoff for Credit Ratings

Cash flow adequacy is a major concern when rating agencies assign credit ratings to firms
(Standard & Poor’s 2008). Backer and Gosman (1980) find that senior executives at the major
bond-rating agencies consider the CFO-to-long-term-debt ratio a key variable in their decision
process.” Beaver et al. (2006) argue that the investment/non-investment grade boundary is a critical
point in the distribution of ratings. Many contracts incorporate certified credit ratings, and a
downgrade below investment grade has adverse economic consequences such as violation of debt
covenants or the loss of investment from firms that can only hold investment grade bonds. Thus,
firms have incentives to inflate reported CFO to avoid downgrades, particularly when they are at the
lower bound of the investment grade category. Similarly, firms just below investment grade likely
have incentives to inflate reported CFO in an attempt to obtain an investment grade rating.
Therefore, I expect managerial incentives to inflate reported CFO to be stronger when the firm is
near the investment/non-investment grade cutoff.

Analyst Cash Flow Forecasts

DeFond and Hung (2003) argue that analysts issue cash flow forecasts in addition to earnings
forecasts when CFO is more useful to market participants in interpreting earnings and valuing
securities.'® Their results suggest that analysts are more likely to forecast cash flows when cash
flows are useful in interpreting earnings and assessing firm viability. This implies that the existence
of an analyst cash flow forecast is a summary statistic for the importance that market participants
place on CFO. They and Brown et al. (2010) also show that the market rewards firms for exceeding
cash flow expectations. Thus, firms with analyst cash flow forecasts are likely to have stronger
incentives to inflate reported CFO than those without analyst cash flow forecasts.

Several studies in the earnings management literature use histograms to examine irregularities
in earnings distributions (e.g., Burgstahler and Dichev 1997). These studies interpret a discontinuity
in the frequency distribution around the threshold region as evidence of earnings management.
Zhang (2008) documents a discontinuity from the left of zero to the right of zero in a distribution of
cash flow surprise, suggesting that firms manage CFO to meet or beat cash flow benchmarks.
Following this stream of literature, I argue that firms that just beat the analyst cash flow forecast are
likely to have inflated their CFO to report cash flows marginally above the analyst forecast.

Association between Stock Returns and CFO

Earnings and CFO are two complementary summary measures of firm performance and,
depending on the firm characteristics, they have different implications for future firm performance.
Call (2008) finds that, after controlling for earnings, the ability of current CFO to predict future
CFO is higher for firms that have analyst cash flow forecasts. Dechow and Ge (2006) document
that, on average, earnings is more useful than CFO in predicting future earnings, but in firms with
large negative accruals, CFO is more useful than earnings.

° For example, in April 2007, an analyst at Fitch Ratings downgraded Japan Airlines (JAL) to non-investment
grade on the basis that JAL’s cash flow from operations was too weak.

1% DeFond and Hung (2003) and Mclnnis and Collins (2011) indicate that analyst cash flow forecasts represent
relatively sophisticated projections of cash flows from continuing operations. However, Givoly et al. (2009) find
that analyst cash flow forecasts are of a considerable lower quality (i.e., less accurate and efficient) than their
earnings forecasts, and appear to be a naive extension of analysts’ earnings forecasts. Nevertheless, they suggest
that, regardless of the quality of the forecast, the mere presence of cash flow forecasts attracts investors’ attention
and can influence management reporting because these forecasts provide an additional financial measure to
evaluate the firm’s reported results.
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Incentives to Inflate Reported Cash from Operations Using Classification and Timing 7

For firms whose investors place more importance on CFO, CFO is another metric, in addition
to earnings, that investors use to evaluate managers. I use the association between stock returns and
CFO after controlling for the association between stock returns and earnings to directly identify the
importance that investors place on CFO. I expect the incentives to inflate reported CFO to be
increasing in this measure.

Mechanisms to Manage CFO

Because transactions that increase earnings and CFO simultaneously could stem from
incentives to manage earnings and not CFO, it is necessary to investigate how firms manage CFO
holding earnings constant. Limiting the examination of CFO management activities to those that
increase CFO without affecting earnings understates the frequency of the behavior, but provides a
clean setting to examine CFO management unconfounded by earnings management.

To illustrate how firms manage reported CFO using classification and timing, I begin with the
familiar equation: EARNINGS = CASH FLOWS + ACCRUALS. Each component in the equation
includes items in operating and non-operating (financing and investing) categories. Recall that
classification refers to shifting items among the statement of cash flows categories, holding earnings
and aggregate cash flows constant. The cash flow misclassification by Dynegy was severe enough
to warrant a restatement. However, not all classifications to manage reported CFO are violations of
GAAP. Within the boundaries of GAAP, firms can exercise some discretion over where to classify
cash flows."" In Section IV, I investigate whether firms manage reported CFO using classification
by focusing on: (1) cash flow restatements due to classification errors, and (2) the classification of
tax benefits from stock options exercised.

Timing refers to adjustment of working capital to alter reported CFO, holding earnings constant.
Generally, managers have some discretion over the timing of CFO through influencing when to
disburse the cash outflow or receive the cash inflow; managers can increase reported CFO at the end
of the year by delaying payments to suppliers and accelerating collections from customers. Such
actions are likely to strain customer and supplier relations, and profit margins are compromised if
managers give discounts to customers for early payments or sacrifice discounts from suppliers to
delay payments. Thus, unlike classification, timing involves real actions and reduces the chance of
detection by the auditors or the SEC. I examine whether firms manage reported CFO using timing by
looking at irregularities in cash conversion cycles, on which Section IV elaborates.

I11. DATA AND DESCRIPTIVE STATISTICS

Data and Sample Selection

Table 1 outlines the sample selection. I start with all firms that have data available on
Compustat from 1988 to 2008. The time period begins in 1988 because of the availability of cash
from operations data from the statement of cash flows. For each year, I measure expected CFO

' For example, capitalization of interest cost results in differences between total interest payments and total interest
costs. Nurnberg and Largay (1998) and Nurnberg (2006) illustrate the ambiguity in distinguishing between
uncapitalized and capitalized interest payments under SFAS No. 95. Assume total interest cost of $30,000,
including $3,000 of accrued interest or discount amortization and $27,000 of interest payments. Of the $30,000,
$20,000 is expensed and $10,000 is capitalized as plant assets. If the firm allocates interest payments between
operating and investing activities as it allocates interest cost between amounts expensed and amounts capitalized,
then it will report $18,000 as an operating outflow and $9,000 as an investing outflow. Alternatively, the
operating outflow could be as little as $17,000 or as much as $20,000, and the investing outflow could be as
much as $10,000 or as little as $7,000. They further note that companies seem to favor the method that reports
$17,000 of operating outflow, presumably to maximize reported CFO.

American
Accounting

V Association

The Accounting Review
January 2012



(23pd jxou U0 panunUod)

LY8€El

109°¢

8P¥L1
(4
Sr8°C

SeT'LT

0£9°C

8181

8hvL1
(4
Sr8C

SeT'LT

A 06/ "saspy>mg v |A 06/"$900 v +A 06/ 52178 v
¢/ (17Pay + Pav) ¢/ (1 Paug 4 Pauy) /(P + Pyy)

ISMO[[0F S D)) JR[NOTEd 7 18dK JO 1 10uenb ur 9[040 UOTSIOAU0D Ysed dy) sjussardar 79 axoym '77HH — 1055 = 59y
iS[IeIOp AI0U 10§ ¢ QR 39S "(8661) 'TE 10 MOYDA( UO paseq st [opout YL, 2 + (MY 1/ATVSVIY + (VI A TVS)SY + ('VI/ DY + 0 = 7VI/ 04D :s1edk uo) oud o) 10A0
[opow SUIMO[[0] 9} JO UOBUITISA [OAS[-ULIY 9} WOIJ sejewnsa Jojowered oy Suisn O, paorpaid aje[nofed | ‘reak-uiy L1949 10, ‘01D parorpaid snurw (Joueo) 0D [enoe= 0./}

L6

9LLL

8h¥L1
w69
Sr8C

SeT'LT

SLY'S

€LO6'TI

8¥L1
6’9
S¥8C

CeT'LT

LY9€El

108°¢
8¥Y'L1

6’9
Sr8C

SeT'LT

LHOTAM 04D 04D IVAL LAAW LSVIHZIOL 04D

HAVIOI-NON SSHILSIA

DLLSIYALIVIVHD WHIA

:(sesapuared ur owreu d[qerntea jeysndwo))) suoniuya( [qELIEA

odwes [euy ur sIBIA-WIY JO IqUINU [BIO],
SMOP Ysed pue sSuruIes uo (JS¥YD WOIj) suInjal jo
uorssaIgar Sur[oI € uo paseq JHOIAM O ndwod 0} ejep Jurssijy
S/d/9/1 UO SISBII0J MOJJ Used pue s3urured  sjsA[eue SUISSIA
S/d/4/1 Uo 1582210} SSUIUIEd  SISA[eue SUISSIA
(AN nySutueaw jou 10 (YN) parodar jou ‘Sursstur st (INIDLLTIS)
Suner JIPaId JONSSI OISAWOP WLIR)-FUO[ §,J00d 29 pIepue)s
(1007) Aemwnys uo paseq §SFYLSIJ ndwod 0} ejep SurssIpy
DILSINALIVIVHD WA WMOYM  SIBOA-UwiIy $So]
[e101-qng
D0V Aandwod 03 Aarrenb jeysndwio) woxy vjep oYM SIedA-uLr]
DOVEV Pue g ‘NYVH — SOIqELIEA [OUOD INOYNM SIBIA-ULIT]
SS9
" 180K Ul ,)/] 21eWnsd 0} (1-7 183K 03 ()]-7 Jedk *9'1) porrad
uoneWIS? AY) UI Bjep Jo s1eak 01 () pue ‘(00S9 03 0009 SOpod
DIS) suonmusul [BISUBUY pue syueq pue (000S 01 00t S9POd DIS)
sarnsnpur paje[nsar Jurpnoxe SMof Ysed pue ‘sofes ‘(FZIS) siosse
€101 ‘A9YAS Surssiw-uou (1) yIm §00Z-8861 wolj renuue jeisndwo))

uonIIPS Idweg

I H'TdVL

January 2012

The Accounting Review

American
Accounting
Association

?Vﬁ



Incentives to Inflate Reported Cash from Operations Using Classification and Timing

(1661) SeUOf UO paseq s[enidde pajoadxaun = HHYJy
pue {(boo) Lynba jo onfea yooq Aq papraIp (oysd.) 201d) Aynbo jo onyea joyreW = gHW
‘(Je) S)esse [e10} JO WPLESO[ [eINjeU = F7]S
‘(Je) s1osse [e10) AQ POPIAIP (QI) WA AIRUIPIOBIXS 2I0JOq dWOIUI = NYVH
‘sjasse [e10}) porrad-Jo-Suruurdeq oy £q paoreds suonerodo woly moy ysed = 'y /040 pue ‘sjesse [e1o} pourad-jo-Suruurdeq oy) £q poreds ssurures = Iy
/NYVH ‘Teak [edSy ) JOAO (SPUSPIAIP SUIPNJOUT) XOPUT JONIEW PAYSIom-an[eA JSYD Y} SNUIW (SPUIPIATP SUIPN[OUT) WINJAI JO0)S PlOY-pue-Anq JSUD = ‘NINLTY 1oym '3
+ 1L OADY + VVIPNIVAY + O =Ny LAY :pouad 1eok-ud) SuI[o1 B I0A0 Jeok-uily AIOAQ 10 PAJLWISS UOISSAITAI oY) Woly Ty Aq USAIS 0D U0 WYS1oM = JHOIIM 04D
OSIMIAUJIO () PUB U] QUO IO 0I9Z AQ ISBI2I0J MO Ysed JsA[eue sjeaq Wiy Yy J1 | Surpenba o[qeLeA 10JedIpul = 0,10 IVAY LATN
OSIMISYJIO () PUE “TBA [BOSY JYj JOJ JSEOAI0J MOJJ USed JSATeur uo Jsed Je sey wiy ay) Ji | Surenba o[qeLieA 103e01pul = JSVIFIOA 04D
SOSIMISYIO
0 pue ‘—gg 1o ‘gq +4d ‘—d9d ‘ddd “+494 st (NIDLLTS) Suner JIpaId 1onsst d1SAWOP WLid}-3UO] §,1004 2 prepuels oy Ji | Surfenbo d[qeLrea 101ed1pul = FqVIOI-NON
“IeOK owes oy} 10J UINJAI Xpul XHINV/ASAT PAYSIoM-on[ea oy} U0 [—7 Jedk Ul SUINJAI A[JIUOW S,YO0]S [OBd JO UOISSAITAI & WOI) [enpIsal
) JO UOTIBIASP PIBPUE}S ) ST VD[S "UINIAI XopUl XHINV/ASAN dSUD PIYSTOM-9Nn[eA O} SNUTW WL Y} JO SUINJAT ¥00IS ATYIUOW JATIR[NUND Y} SB PAINSLIUW UINJAI pajsnipe
-joyrew Jsed s, wy oY) SI 77y 1ORW XNV PUe GSAN U3 JO 2ZIS [810) 3y} 0} 2Ane[arI (0ysd,J 021d) uonezifeiides josewr Jo SULIS) U 9ZIS S, WY Y} JO WILIESO[ [BINjeu oy}
ST AZIS *(J) S19sSE [€10)/(1]) SINI[IQRI] [e10) =7 [ PUE ‘(J8) $I0SSe [2101/(TU) SWOIUI 10U = JN ‘VIWOIS X T6L°S +. LAY X 608'T —AZIS X LO¥'0 — TL X €65°€ +IN X T86'T — €0€ €1—
=10 a1ym ‘(,2 + 1)/, = 2100s Aemuwnyg ‘[ + 7 Ul (,,2100s Aemwnyg,, 1)yeaIdy) (1007) Aemwnys uo paseq amseaw Loydnjueq jo Aiiqeqold oy jo wyiLeso| [exmeu = §S7Y [SId
{(L661) YoUuI] pue BUWE, UO Paseq SI UONROYISSE[O ANSnpul oy, ‘DY S WY ) wolj 1eak
Je) 10J DOV Ueaw Ansnpur dy) 10enqgns | ‘Iourenb-wy yoes 104 -aseqeep Afranrenb jeisndwo)) oy uo s[qe[reAe swy [[e suisn )y uedw Ansnpur ) andwod | ‘1onrenb Aroag
“1eaK UQAIS © Ul SuedW ANSnpul oy WOL SUOHRIAID JOIPAI 0} DV ISNIPe | 9[04 UOISIOAU0D Ysed ) ur saSueyd Aprerrenb 1oojje pinod jey) s1ojoey oyroads-Ansnpur 10§ [01U0D
oL ' Pauy — P50 + Pauy = sasvyo.ng pue ((bs300) pjos spoo3 jo 1500 st §90)) (bde) ojqeAed syunoooe st gy ‘(biaur) A1ojuaaur st auy <(boar) S[qRAISIAI SJUNOIIE ST Y/ AISYM

(panunuod) 1 FIIVL

American
Accounti

ing

Association

T

The Accounting Review

January 2012



10 Lee

using the parameter estimates from a firm-level estimation of the Dechow et al. (1998) model over
the prior ten years. The ten-year estimation period means that the first year of in-sample testing
begins in 1998. The ten-year estimation period also biases the sample toward mature, stable firms
but a shorter time-series would introduce noise into the estimation. The analysis excludes firms in
regulated industries (SIC codes 4400 to 5000) and banks and financial institutions (SIC codes 6000
to 6500) because the model for predicting expected CFO is not appropriate in these industries. |
winsorize all financial variables at the extreme 1 percent.

Descriptive Statistics

Table 2, Panel A presents descriptive statistics for the variables used in the main analyses. As
shown in Table 1, the sample sizes differ across firm characteristics due to the data required to
construct each variable. DISTRESS is the probability of bankruptcy based on Shumway (2001). The
mean and median DISTRESS in the sample are 1.7 percent and 0.2 percent, respectively, consistent
with the expectation that DISTRESS has a positively skewed distribution. In subsequent analyses, I
take the natural logarithm of DISTRESS to normalize the positively skewed distribution. As
discussed earlier, firms at the lower bound of the investment grade category (BBB+, BBB, and
BBB-—) have incentives to inflate reported CFO to avoid downgrades. Also, firms just below
investment grade (BB+, BB, and BB—) likely have incentives to inflate reported CFO in an attempt
to obtain an investment grade rating. Hence, NON-IGRADE is an indicator set to 1 if the firm has a
BBB+, BBB, BBB—, BB+, BB, or BB— on its long-term credit rating, and set to O if the firm has
other long-term credit ratings. About 20.7 percent of the sample firms are near this investment/non-
investment grade cutoff. CFO_FORECAST is an indicator set to 1 if the firm has at least one analyst
cash flow forecast and one EPS forecast, and O if the firm only has an EPS forecast. About 27.2
percent of the firms with at least one EPS forecast have at least one cash flow forecast.
MEET BEAT CFO is an indicator set to 1 if the firm beats the analyst cash flow forecast by zero or
one cent, and 0 otherwise. About 2.3 percent of the firms with at least one cash flow forecast beat
the analyst cash flow forecast by zero or one cent.'” I measure the incremental weight that investors
place on CFO (CFO_WEIGHT) as the coefficient on CFO in a regression of contemporaneous stock
returns on earnings and CFO. The regression is at a firm level over a ten-year rolling window. The
mean CFO_WEIGHT is 1.029, and the coefficient on earnings has a mean of 1.643." This suggests
that investors place less weight on CFO compared to earnings on average.

Table 2, Panel A also presents the dependent variables and the control variables used in the main
regressions. The dependent variables, on which Section IV elaborates, are measures of unexpected
CFO (UCFO) and irregularities in cash conversion cycles (ACC). The control variables include
measures such as return on assets (EARN), firm size (SIZE) measured as the natural logarithm of total
assets, market-to-book ratio (MB), and abnormal accruals (ABACC) based on Jones (1991).

12 Prior research argues that firms that beat the analysts’ earnings forecast by zero or one cent likely manage their
earnings (e.g., Bhojraj et al. 2009; Frankel et al. 2010). Following the earnings management literature, I expect
firms that beat the analyst cash flow forecast by zero or one cent to be more likely to have managed CFO.
However, little is known about beating analyst cash flow forecasts and it is unclear whether one cent is the
“correct cutoft” to identify CFO management. Hence, I identify an alternative cutoff based on Degeorge et al.
(1999) and calculate the bin width based on 2(1QR)n"/3, where /QR is the sample interquartile range of the
variable and n is the number of available observations. The results are robust to the alternative bin width.
The coefficients on CFO_WEIGHT are statistically not significant (and hence interpreted as zero) for some firms
and negative for others. Because both CFO and earnings are included in the regression to estimate
CFO_WEIGHT, a zero coefficient on CFO indicates that CFO does not add incremental information beyond
earnings, and a negative coefficient indicates that the association between stock returns and accruals is stronger
than the association between stock returns and CFO. This is in line with prior research documenting mixed
evidence on the incremental information content of cash flows conditional on earnings and/or accruals (e.g.,
Rayburn 1986; Wilson 1987; Bernard and Stober 1989).

vw American The Accounting Review
MCOI.I_I“I_"Q g
V Association ]anuary 2012



11

Incentives to Inflate Reported Cash from Operations Using Classification and Timing

opdwes 0. IVAL LATW W WA [SYOTYOA 0D Ul UOTBLIEA OU ST 2101} “00U0H ([ = [SVOTYOA 04D ) 1edIo]

MOJJ [SBD dUO JSBI] J& 9ABY JRY) SULIY U0 [euonipuod st o[dwes 040 [VAF LAFA ) osnedoq Suissiw are 070 LVAG LITW PUe ISVITIOA 0D UddMIdq SUOR[ALIOD Y, .
"30] [exnjeu oy Sunye) 210§oq SAN[EA SY) AIE Y [QUR] UI SAN[eA SSHY LI ‘uonelardiour Jo asea 104

-orduures 3saSxey oy St yorym ‘dpdwres [HOIFM 01D U} UO paseq e SA[LIEA [0NU0D ) 10j sazis djdwes ayJ, ,

8¢0°'0  800°0— 8L00 2000— ¥10°0— L000— 110°0— 200 0100 LSTO— o0vay
1100 LvYCTO  LIVO 8200 8¢0°0 991°0 LLOO— €6Cc’0— LIOO €900 an
800°0— LET'O IL1°0 990°0 €00 9LY'0 8L0°0— syro—  vS0'0  vC00 HZIS
go1r'o ICro scco 850°0 9¢0°0 IT1°0 LY0'0— 66€0— ¥€00 ovI0 NYVH
LO00 9100 <900 8¢00 SI0'0— 010°0— 00— 160°0— <2000 9200 LHOIAM 04D
800°0— €00 %£0'0 1€0°0 0100— 0€0°0— PPO0—  $000  LOOO OAD IVAY ITAN
€10’0— CLO'0  SL¥'O 9010 8000— 100°0— ¢9T’0— SLOO TI00 ISVOANOA 04D
S00°'0— 090°0— 8L00— 1C00— 7€00— 0€0°0— 100°0— cL00 000  LOOO HAVIDI-NON
9200  TFI'0— 60¥'0— 6S¢€0— LEO0— 9¢00— 6CC0— LY0°0 200°0— 920°0— SSHYLSIA
L00'0 8000 ¢€£00 9200 2000 100°0— 9t0°0 2000— 100°0 100°0 20V
0¢C0— vSO'0  SI00  8SI'0 2070 7100 G100 100°0 €c0'0— 0100 040N
20vaV aW  AZIS NIVA LHOIAM 04D 04D IVAL IAAW ISVIAIOA 04D AAVIDI-NON SSTAALSIA IIV 0401
»[BUOSEI( (19mM0]) Jodd() ay) uo uonepPLIo) (ueurgdadS) uosiedd g Pued
€00 e00— 100°0 690°0 000°0 L8 €l oovay
6vee [47a! ¥20°C S61°¢ ¥18°C L¥S€El an
OLY'L orsy 8¢09 £20'C LLO'9 LV8€1 HZIS
G800 G000 9t0°0 611°0 9200 LY8 €1 NYVA
S[qeLIE A [ONIUO)
L6601 €8LLT— 69¢v— 8CEEY 91T 1— LV8€1 OOV
Sv0°0 90 0— 100°0— S01°0 000°0 L8 €l 04001
S9o[qeLre A HQO.DEQQQQ
8¢Cl'¢ 6CE’ 1 — SeEL0 1€9°v 6201 LV8€1 IHOIAM 04D
0000 000°0 0000 1S1°0 €00 0€9°C 040 IVAd IddW
0001 0000 0000 Sy°0 L0 L6 LSVOANOA 04D
000°0 000°0 00070 SOv°0 LOTO SLY'S HAVIOI-NON
900°0 10070 2000 0900 L1070 Ly9'€l oSSHYLSIA
SO1ISLId)ORIRYD) ULIL]
WbSL WbST UBIPIJAl ‘A( "PIS UBIIA U dlqBLIBA

SUOISSIISIY UIBIAl 9Y) Ul Pas() SI[qeLIEA Suowe SUone[.II0) pue sonsne)s AndLsaq

¢ A'I9VL

sonspe)s Andrsd(q 1V [Pued

American
Accounting

Association

T

The Accounting Review

January 2012



12 Lee

Table 2, Panel B reports the Pearson and Spearman correlations among the variables.
Consistent with the hypotheses, UCFO is positively correlated with NON-IGRADE, CFO_FOR-
ECAST, MEET BEAT CFO, and CFO_WEIGHT, and negatively correlated with DISTRESS. One
potential explanation for the negative univariate correlation is that more distressed firms are likely
to have lower cash flows without controlling for earnings. However, given that the hypothesis is
that DISTRESS is positively associated with UCFO after controlling for earnings, a regression is
more appropriate for examining the relation between UCFO and DISTRESS. Last, the firm
characteristics are not highly correlated, suggesting that while these characteristics are not mutually
exclusive, each characteristic still captures a different aspect of managerial incentives.

IV. TEST DESIGN AND RESULTS

In this section, I discuss the research design and results for the three sets of tests in the main
analysis. The objective is to first establish that managers inflate reported CFO in response to
incentives, and then investigate how they manage CFO. Hence, I first test the hypothesis that firms
inflate reported CFO in response to incentives, using a measure of unexpected CFO based on
Dechow et al. (1998). I then investigate how firms manage CFO, specifically through classification
(i.e., the second test) and timing (i.e., the third test). The second test uses focused samples to more
cleanly isolate CFO management, thereby strengthening the study’s internal validity, while the first
and third tests use broader samples that demonstrate the generalizability of the inferences.

Test Using Unexpected Cash from Operations

Dechow et al. (1998) model a firm’s cash-generating process at the firm-level and empirically
estimate firm-specific parameters using firms with at least ten years of annual data. To derive
expected CFO for each firm-year, I use a firm-level estimation of the model over the prior ten

14
years:

CFO,/TA,_y = o + 21 (1/TA_1) + 22(SALE,/TA,_,) + J2(ASALE,/TA,_) + ¢, (1)

where CFO, is the cash flow from operations (Compustat data item “oancf™) for the period ¢, TA,
is the total assets (Compustat data item “at”) at the end of period +—1, SALE, and ASALE, are the
sales (Compustat data item “sale”) and change in sales during period ¢. I use the parameter
estimates from Equation (1) to generate expected CFO, and unexpected CFO is the difference
between actual and expected CFO.

Table 3 reports the mean and median regression coefficients and adjusted R* for Equation (1).
Consistent with the predictions based on Dechow et al. (1998), the mean and median parameter
estimates on SALE,/TA, ; and ASALE,/TA, , are positive and negative, respectively, because
earnings is a function of the level of sales and accruals is a function of the change in sales. The
mean adjusted R? across firms is 38.57 percent, which is only somewhat lower than the mean
adjusted R? of 45 percent reported by Roychowdhury (2006), who estimates the regression at the
industry level every year.

To test the hypothesis, I estimate the following regression:

UCFO, = By + B\ FIRM.CHARACTERISTIC, + X_, f,CONTROLS, + & 2)

where FIRM CHARACTERISTIC is the firm characteristic associated with incentives to manage

4 The firm-specific estimation assumes homogeneity of the firm’s cash-generating process over time. If the sample
consists primarily of mature firms, then there would be few extreme changes over time. The parameter estimates
from time-series estimation would be relatively stable and the assumption is more likely to hold.
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Incentives to Inflate Reported Cash from Operations Using Classification and Timing 13

TABLE 3
Model Parameters for the Estimation of Unexpected Cash from Operations
CFO,/TA;—1 = 20+ 2i(1/TA;—1) + 22(SALE,/TA,_1) + A (ASALE, /TA,—1) + & (1)
Parameter Mean Median
Intercept —0.06%** —0.04%**
1/TA, —2.51%%* —0.79%**
SALE,JTA, , 0.16%%* 0.1 5
ASALE,TA, —0.04%%% —0.02%#
Adj. R? 38.57% 39.33%

**% Represents significance at the 1 percent level (two-tailed).
The table reports the mean and median parameter estimates and adjusted R? from firm-specific regressions based on
Dechow et al. (1998) estimated over a rolling ten-year period.

Variable Definitions:

CFO, = cash from operations (Compustat data item “oancf™) for the period 7

TA, | = total assets (Compustat data item “at”) at the end of period 7—1; and

SALE, and ASALE, = sales (Compustat data item “sale”) and change in sales during period .

CFO: DISTRESS, NON-IGRADE, CFO_FORECAST, MEET BEAT CFO, or CFO_WEIGHT. A
positive f; supports the hypothesis that the characteristic is associated with upward managed CFO.

Following Roychowdhury (2006), the model includes FARN, SIZE, and MB as control
variables (CONTROLS). To investigate the association between incentives to inflate CFO and
unexpected CFO after controlling for the level of earnings, I include EARN as a control variable.
SIZE controls for differences in the stability and predictability of the operations between large and
small firms. I include MB to address the possibility that unexpected CFO values from the estimation
model have measurement error correlated with firm performance and growth opportunities.
Unexpected accruals (ABACC) controls for systematic variation in unexpected CFO stemming from
managerial incentives to manage earnings using accruals.'’

For the prediction that firms that just meet the analyst cash flow forecasts (MEET BEAT CFO)
are more likely to have managed reported CFO, I include MEET BEAT EARN to identify firms that
just meet analyst EPS forecast as an additional control variable because Givoly et al. (2009) argue
that analyst cash flow forecasts are an extension of their earnings forecasts. Thus, just beating the
EPS forecast is likely to lead to just beating cash flow forecast. In contrast, Roychowdhury (2006)
finds that firms that just beat the earnings threshold have lower unexpected CFO.

Estimating the regression model using panel data poses an econometric issue because the
unexpected CFO for each observation is the residual from firm-specific regressions. Consequently,
the residuals for a given firm can be correlated across years for that given firm. In addition, the
residuals for a given year can be correlated across firms due to macroeconomic factors. Therefore, 1
adjust the OLS standard errors using two-way clustering based on Petersen (2009), and discussed in
Cameron et al. (2011), and Gow et al. (2010).

The results in Table 4 support the hypothesis that firms upward manage reported CFO in
response to incentives. The coefficient on DISTRESS is 0.003 (p < 0.01 based on one-tailed test).

15 To identify multicollinearity, I use the Condition Index discussed by Belsley et al. (1980) and Velleman and
Welsch (1981). None of the regressions have condition indices greater than 30. As a robustness check, I exclude
ABACC from the regression because ABACC has the smallest eigenvalue in the multicollinearity diagnostics and
both ABACC and EARN are controls for earnings management. The results are robust to excluding ABACC.
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Incentives to Inflate Reported Cash from Operations Using Classification and Timing 15

This indicates that a one standard deviation (6.0 percent) increase from the mean (1.7 percent)
probability of bankruptcy increases UCFO by about 0.005 (given by (In(0.017 + 0.060) —
In(0.017)) X 0.003). This increase in unexpected CFO translates to about 4 percent of reported CFO
for the average firm in the sample.

The results in Table 4 also show that firms with a long-term credit rating near the investment
grade/non-investment grade cutoff have higher unexpected CFO (about 4 percent of reported CFO).
Firms with analyst cash flow forecasts, particularly firms that just meet or beat analyst cash flow
forecasts by zero or one cent, have higher unexpected CFO. In terms of economic magnitudes, the
difference in unexpected CFO between firms with analyst cash flow forecasts and those without is
about 5 percent of reported CFO, and the difference is about 8 percent for firms that just beat or
meet analyst cash flow forecasts. UCFO is increasing in CFO_WEIGHT (coefficient =0.001), and a
one standard deviation increase in CFO_WEIGHT increases unexpected CFO by about 1 percent of
reported CFO for the average firm in the sample.

In all regressions in Table 4, the coefficient on EARN is positive as expected because UCFO is
a component of EARN. The coefficient on SIZE is generally negative, suggesting that larger firms
are less likely to upward manage CFO. The coefficient on MB is generally positive, indicating that
firms with high market-to-book ratio, such as glamour stocks and high-growth firms, are more
likely to upward manage CFO. The coefficient on ABACC is negative, consistent with
Roychowdhury (2006) who documents a negative correlation between abnormal CFO and
abnormal accruals based on cross-sectional regressions estimated for every industry and year. This
is in line with prior studies documenting a negative correlation between CFO and accruals (e.g.,
Dechow and Dichev 2002). Last, consistent with Roychowdhury (2006), MEET BEAT EARN is
negatively related to unexpected CFO (coefficient = —0.002, p = 0.10 (two-tailed test)).

The interpretations of the results in Table 4 come with some important caveats. First, the
construct validity of the unexpected CFO measure depends on how well the cash flows expectation
model captures what the reported CFO would have been absent CFO management. I validate the
unexpected CFO measure in Section V using a sample of firms known to have managed CFO.
Second, to the extent that abnormal accruals does not perfectly control for earnings management,
the observed relation between unexpected CFO and the firm characteristics could be partly
influenced by earnings management.'® However, in addition to abnormal accruals, the regression
also includes actual earnings that consist of managed earnings, further reducing the likelihood that
earnings management is driving the observed relation.

Classification Tests

The second set of tests focuses on whether managers manipulate classifications to inflate
reported CFO. In this set of tests, I explore whether firms with stronger incentives to inflate reported
CFO do so by examining (1) cash flow restatements due to classification errors, and (2) cash flow
classification of tax benefits from stock options exercised.

16 To alleviate concerns that accruals and CFO are jointly determined, I employ an alternative model specification
using two-stage least squares and the results are similar. The first-stage regression is OPACC, = /o + M SALE,/
TA, | + 2ACCHG, + 3SIZE, + J4MB, + AsUCFO, + 6, where OPACC is operating accruals given by EARN
minus CFO and ACCHG is the cumulative effect of company adjustments due to accounting changes on prior
period earnings. Recall that UCFO is the residual from the cash flows expectation model based on SALE/TA,
and ASALE/TA, ;; hence, by construction, SALE is uncorrelated with UCFO. ACCHG reflects the effect of
accounting changes and thus has an effect on accruals but not CFO. The second-stage regression model is UCFO,
=fo+ P1FIRM_CHARACTERISTIC,+ B2EARN, + B3SIZE, + 4MB,+ fsPredicted OPACC,+ ¢, where Predicted
OPACC is the predicted values of OPACC from the first-stage regression.
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Cash Flow Restatements

To identify firms that restated reported CFO in the statement of cash flows, I first identify
restatements due to cash flow statement (SFAS No. 95) classification error as documented in Audit
Analytics. The sample excludes cash flow restatements that are unrelated to CFO, cash flow
restatements that are accompanied by earnings restatements, and upward restatements of CFO."”
The result is a sample of firms that made classification errors that overstated CFO in their cash flow
statements over the period 1999 to 2008 (restatement sample). Table 5, Panel A presents details of
the sample selection, and Appendix B provides examples of cash flow restatements. The magnitude
of the restatement is statistically significant at the 1 percent level, with a mean of $414 million and a
median of $17 million.

I first match the firms in the restatement sample to a control group of firms based on industry
and year because cash flow classification for some transactions is likely to be determined by
industry norms. I then match the sample firm to control firms with total assets between 90 percent
and 110 percent of that of the sample firm. From this subset of firms, I pair each sample firm to the
control firm that has the closest market-to-book ratio. I match on firm size and market-to-book ratio
because restating firms likely differ from non-restating firms in their firm sizes and growth
opportunities (Burns and Kedia 2006). To test the relation between the incentives to manage CFO
and cash flow restatement, I estimate the following logistic regression:

RESTATE, = Sy + B, FIRM_CHARACTERISTIC, + ¢ (3)

where RESTATE is an indicator variable set to 1 if it is a restatement sample firm, and O if it is a
control firm."'®

Table 5, Panel B presents the results. Overall, there is evidence that firms are more likely to
restate cash flows downward due to classification errors when the incentives to manage reported
CFO are high. The percentages in the “Change in Odds (%)” column estimate the change in the
odds of a firm having a cash flow restatement in response to a one standard deviation increase in the
firm characteristic if it is a continuous variable, and a one unit increase in the firm characteristic if it
is a binary variable. The results show that a one standard deviation increase in DISTRESS increases
the odds that a firm restates CFO downward by 39 percent, and a one standard deviation increase in
CFO_WEIGHT increases the odds by 42 percent. Firms with a long-term credit rating near the
investment/non-investment grade are 2.49 times more likely than other firms to downward restate
their CFO. The results also indicate that firms with cash flow forecasts are 1.37 times more likely
than firms without cash flow forecasts to downward restate their CFO. The statistically insignificant
coefficient on MEET BEAT CFO suggests that managers appear not to use classification shifting
as a CFO management tool to meet analyst cash flow forecasts. One possible explanation is that
cash flow restatements are typically of a large magnitude and managers do not need such a large
amount to meet or beat the analyst cash flow forecast.

Classification of the Tax Benefit from Exercise of Employee Stock Options

Prior to the mandatory expensing of stock options, most companies avoided recording stock
options as an expense when granted. To be consistent with the treatment of the option-based

'7 1 repeat the analysis on firms whose restatements increase CFO. The coefficient on FIRM CHARACTERISTIC is
insignificant in all regressions. This combined with the results in Table 5, Panel B suggest that the firm
characteristics identified are likely associated with incentives to inflate reported CFO.

Richardson et al. (2002) find that restating firm-years have higher accruals than non-restating firm-years, but
Burns and Kedia (2006) find no difference in the discretionary accruals of restating firm-years and those of non-
restating firm-years. As a robustness check, I include ABACC as a control variable in the regression model and
the results are similar.

vw American The Accounting Review
MCOI.I_I“I_"Q g
V Association ]anuary 2012



o~
—

Incentives to Inflate Reported Cash from Operations Using Classification and Timing

(23pd 1xou U0 panunU0D)

Bb6E'E
LA opmasd

0s0) (1720
YLT 46€ x5%L61°0 #x 1€ T + SSHYISIA
u (%) Ig og Ig IILSIIALOVIVHD WYIA
SppO ul dduey) JqeLIBA 1dadaauy 10} uSIS PIIPAL]
sisayjodAH
(€) 13+ IDIISINALOVIVHDY WYIA'Y + °J = " LV.ISTY

suoperad( woy yse)

Pp3110day aSeurey piemd() 0} SIATIUIIUT YIIM PIJRIIOSSY SONSLIdJIBIRY) ULIL] U0 JUIUIIIBISIY MO[] YSB)) JO SUOISSAIZAY dNSIS0] :f [Pued

*O1ISLIDJORIRYD WY Yord J0J sjudwaimbar ejep oyl uo Jurpuadop souea oz1s ojdures oy, *g [oUed UI SINSAI 153) Y} JOJ SOIINOS BILP JOYI0 Y} YN [ Jo d[dwies [euy ay) oF1ou |
'sonAJeuy JIpNy Ul PAYNUAPI Se 0L UONBIYISSE[D (6 'ON SV.S) JUSWIAJE)S MOJ) [SED 0] ANP SJUSWIANLISAI 76/ UO Paseq sIeak-ully (g6 sopnpour ojdwes ayf, ,

viv
9Tl
¢c
86

el
€0¢

066

SIBIX -ULIL] JO "ON

[eIO], [eur]

suonerado woiy yseo payodar AfeurSuo ueyy 10y3iy st suonerado woiy ysed paieIsay (9)
(payoagge st suonerado woiy
Used IoyIoyMm ‘SSUIUIBD S]O9JJE JUSWIEISAI MOY USed Ay} JI QUIULIdOP 0} “3'9) uorewojur juaroyjnsuy (p)
(uonoos Sunerado oY) UT SWA)T QUI] UTYIIM UOTIBOYISSE[OSTW ‘SUOT)Ods SUIOURUN pue JUISOAUT o)
ur SIOLID uonedyIssed “°3-9) suonerodo woiy yseds pajrodar [2)0) 1097Je JoU Op Jey) SJUSWLISAI MOp yse)) (9)
sSuTuIed J09JJe Jet) SJUSWRIL)SAI MO yse) (q)
9p0od IJID U0 paseq Jeisndwio)) UO YOJeW B QABY JOU Op Jey) Sulrj (&)
SS9
LSONA[RUY JIPNY Ul PAJUSWNIOP
SE JUQWIQJL)SAI JOJ UOSBAI o) St JOIId UOTRIYISSE[d (GG "ON SVIS) JUSUWIdJeIS MOf USED d)els Jey) SULI]

uonIIPS
SJUIWIAIE)ISAY MO[] Yse)) 10§ uondds ddwes 1y pPued

SULIL] JUQUId)E)SIY WIOIJ DUIPIAY
uonedyisser) duis) suonerdd() woay yse) pajroday Juideur]p Jo SIS,

S H'IdVL

American

Accounting
Association

T

The Accounting Review

January 2012



Lee

‘uly wes oY) £q sjudwd)e)sar afdnmnu

J0J SIOLID prepue)s Isnfpe 0) SULIDISN[O [OAS[-ULIY [JIM SIOLID PIEpuels 1snqol oy /eqny Suisn pojussald pue sesoyjuared ur are sonsnels-7 -osimiaylo () pue ‘04D pouodar
S)I pajeIsal wiy oy Ji | spenbo 71y 17y "onel J00q-0)-13IeW 1S9S0[d 9 Sy Jey) Wy [01uod ) 0) wuy dpdures yoes ared | ‘suuy jo josqns siy) wol “wuy ojdures ay) jo jey
Jojuao1ad (] 1 pue Judorad () USaMIaq SIASSE [€10] YIIM SWLIY [01U0d 0) Wiy d[dwres oy yojew Uy} | "Jedk pue Asnpur uo paseq suLiy jo dnois [onuod e o) ojdwes Judale)sal oy}
ur SULIY QU YoJewl 11y [ "SULIY [01JU0D PAydew Jo Joqunu [enbd ue pue smop ysed JO Judalels oyl ul suonerado wolj ysed y) pajelsal premumop Jey) suly sapnjoul ojdures yoeq

*ONISLIQ)ORIRYD WLIY QYY) Ul dSBAIOUT JIUN QUO B 0] 2SU0dsal Ul JUSWJLISAT MO} YSEd B SUIARY WIY B JO SPPO 9Y) UI dSBAIOU]
"OUSLISJORIEYD UL U) UL 3SBAIOUI UONBIASP PIEPUE]S QUO € 0} ASUOASI UI JUSWATEISAL MO sed B SUIABY WLIY B JO SPPO U} UL 3SBaIdU]

‘uonorpaid pausts

e sey yorym ‘(1¢g) opqerrea sisaypodAy oyy 103 159) pafrel-auo pue 1doorur dy) Joj 1s3) Po[Iel-om] U0 paseq ‘A[Anoadsar uaorad | pue Judordd ¢ 1e 9ouedyIuSIs JUISAAANY s ‘s

%OL'E
%S00
%0L°0

%BOL'Y
-4 opnasq

18

0cI1

891

9¢¢

ot
0
JLE

4!

(%)
SppQ ur aguey)

(98D (8'0—)
#%8L0°0 260°0—

(000—) (00°0)

000°0— 000°0

(s9'1) (T6'0—-)
xxC1€°0 ¥60°0—

(s8'1) (€6'0—)
xx016°0 LIT0—

'q o
J[qeLIep 1dadadjuy

sisayjodAH

(panunuod) ¢ FIGVL

IT

'y
J0§ uSIS paIPAI]

LHOIAM 04D
04D LVA9 1AW
ISVOAIOA 04D

HAVYOI-NON

DILLSINALIOVIVHD WHIA

January 2012

The Accounting Review

rican

Amel
Accounting
Association

Q



Incentives to Inflate Reported Cash from Operations Using Classification and Timing 19

compensation expense, Internal Revenue Service (IRS) rules did not allow companies to take a
deduction on their tax returns when they grant options. However, when the employees subsequently
exercise the options, the company can take a deduction on its tax return for that year, reflecting the
difference between the exercise price and the market price of the option. The tax benefit of stock
options reduced taxes but did not affect income tax expense because the item was directly credited
to stockholders’ equity.'” The issue is where to classify this tax benefit on the cash flow statement.
Some companies classified the tax benefit in the operating section of the cash flow statement while
others included it as a financing activity.

I examine the cash flow statements for all Compustat firms that have CFO data for fiscal years
ended January 1, 1994 to July 20, 2000. The time period begins in 1994 because this is the first year
that SEC filings are more readily available on Edgarscan. Even so, many companies do not have
filings available until 1996. The time period ends July 20, 2000 because EITF 00-15 provides
specific guidance on the classification of tax benefit effective July 20, 2000. For each cash flow
statement, I search for the line item associated with tax benefit from the exercise of employee stock
options and identify whether this item is classified under the operating section or the financing
section. Table 6, Panel A outlines the sample selection.?’

To test the relation between the incentives to manage CFO and classification of the tax benefit
cash flow, I estimate the coefficients in the following logistic regression model:

INOP, = fy + B, FIRM.CHARACTERISTIC, + ¢, (4)

where INOP is an indicator variable set to 1 if the tax benefit is in the operating section of the cash
flow statement, and O if it is in the financing section.?!

In Panel B of Table 6, the percentages in “Change in Odds (%)” column estimate the increase
in the odds of a firm classifying the tax benefit cash flow in the operating section in response to a
one standard deviation increase in the firm characteristic if it is a continuous variable and a one unit
increase in the firm characteristic if it is a binary variable. The results provide some evidence that
managers classify the tax benefit cash inflow in the operating section rather than the financing
section of the cash flow statement when the incentives to upward manage CFO are high. In
particular, a one standard deviation increase in DISTRESS increases the odds of a firm classifying
the cash inflow in the operating section by 14 percent, and a one standard deviation increase in
CFO_WEIGHT increases the odds by 28 percent. The results also indicate that firms with analyst
cash flow forecasts are 2.47 times more likely than firms without analyst cash flow forecasts to
classify the tax benefit in the operating section of the cash flow statement. The coefficients on NON-
IGRADE and MEET BEAT CFO are statistically insignificant. The statistical insignificance of
MEET BEAT CFO is probably due to a lack of power because the sample consists of only 55
observations. Overall, the results in Tables 5 and 6 provide evidence that firms use classification to
manage reported CFO when the incentives to do so are high.

!9 See Hanlon and Shevlin (2002) for a detailed discussion of the accounting for tax benefits of stock options
exercised.

Of the sample firms, 39 percent classify the tax benefits from stock options exercised in the operating section of
the cash flow statement and the remaining 61 percent classify the tax benefits in the financing section.

Results are similar when the model includes SIZE and MB. Furthermore, the choice to classify the tax benefit in a
specific category is likely sticky. Hence, I conduct additional analysis by comparing the firm characteristics
(FIRM_CHARACTERISTIC) in the year the firm switched to classifying tax benefit in the operating section (year
t) to the FIRM CHARACTERISTIC in the prior year when the firm was classifying the tax benefit in the financing
section (year t—1). The evidence is consistent with the results reported in Panel B of Table 6. Specifically,
compared to year t—1, the means for DISTRESS and CFO_WEIGHT are higher by 0.507 (p < 0.01 based on one-
tailed test) and 1.51 (p < 0.01 based on one-tailed test) respectively.
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An alternative interpretation of the results in Table 6 is that managers who choose the operating
classification do so based on their interpretation of the standards, independent of incentives to
inflate reported CFO. Because the literature lacks evidence on the manager’s choice to classify tax
benefits in the operating versus the financing category, I do not attempt to model the choice. If the
firm characteristics associated with incentives to inflate reported CFO are not positively and
systematically correlated with the manager’s choice to classify tax benefits in the operating section
based on their interpretation of the standards, then the concern with regard to the alternative
interpretation is somewhat mitigated. Furthermore, if managers choose the operating classification
without any opportunistic intent, such tendencies are going to introduce measurement error that is
likely to weaken the results in this study.

Timing Tests

The third set of tests investigates whether managers use timing to manage CFO in response to
incentives. To measure “timing,” I use cash conversion cycle, which measures how long it takes the
firm to collect cash on accounts receivable after the firm pays cash for its inventory. In the fourth
quarter, managers have a final opportunity to report a higher annual CFO by delaying payments and
accelerating collections; these actions do not influence reported earnings, but they reduce the days
in the firm’s fourth-quarter cash conversion cycle. While a short cash conversion cycle in the fourth
quarter could be viewed as a good business practice, an absence of such a practice year-round
suggests that CFO management spurs the reduction in the fourth quarter. Since these are working
capital items, they are likely to reverse in the next quarter. Hence, a reversal in the first quarter of
the following year, independent of industry-specific factors, is additional evidence of a deliberate
effort to boost CFO at the end of the fiscal year.

I construct an empirical measure of CFO management as follows. For each firm, ACC,,; =
CCy1 p41— CCya, where CC,; , represents the cash conversion cycle in quarter 7 of year z. The notes to
Table 1 describe the calculation of CC. To adjust for seasonal variation in the cash conversion cycle,
for each firm-quarter, I subtract the industry mean ACC from the firm’s ACC. I compute the industry
mean ACC for each quarter by using all firms available on Compustat quarterly.** To test whether
firms use timing to manage CFO in response to incentives, I estimate the following regression:

ACC,;y = o + o0y FIRM.CHARACTERISTIC, + o, SIZE, + 1. (5)

The model includes a control for firm size because large firms are likely to manage cash differently
from small firms due to differences in supplier networks, bargaining power, sources of financing, and
liquidity needs.

The results in Table 7, Panel A are generally consistent with firms shortening their cash
conversion cycles in the last quarter in order to increase reported CFO. A one standard deviation
increase in DISTRESS and CFO_WEIGHT increases ACC by 0.618 and 0.190 days, respectively.”?
ACC is 2.678 days greater for firms with a long-term credit rating near the investment/non-
investment grade cutoff. For the sample of firms with analyst earnings forecasts, ACC is 3.033 days
greater for firms with analyst cash flow forecasts than those without, and for the sample of firms
with both analyst earnings and cash flow forecasts, ACC is 5.122 days greater for firms that beat the
analyst cash flow forecast by zero or one cent. Overall, the results suggest that firms with incentives

22 Managers can lower days in inventory by not purchasing additional inventory, leading to a decrease in COGS
and increase in earnings. To abstract away from this, an alternative measure uses a variant of ACC that excludes
days in inventory. The results are similar.

2 The increase in ACC are In(0.017 +0.060) — In(0.017)) X 0.409 = 0.618 (0.017 and 0.060 are DISTRESS mean
and standard deviation, respectively, from Table 2, Panel A), and 4.631 X 0.041 = 0.190.
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Incentives to Inflate Reported Cash from Operations Using Classification and Timing 25

to upward manage CFO delay payments or hasten collections by a few days so that they could
increase reported CFO at year-end.”*

To further illustrate managers’ use of timing to manage reported CFO, I compare the ability to
use timing to manage CFO for December year-end firms versus non-December year-end firms.
Activities that boost the firm’s CFO in a period could decrease CFO for the other party to the
transaction. For example, delaying payments to suppliers reduces suppliers’ cash flows. If the
supplier also wishes to manage CFO, then delaying payments will conflict with the supplier’s
preference to accelerate collections. However, for non-December year-end firms, it is less likely that
the fiscal year-end of their customers or suppliers match their own year-end, making them more
amenable to “timing” the transaction in a favorable way for the firm. Based on this, I expect the
association between incentives to manage CFO and timing to be stronger for firms with a non-
December fiscal year-end.?

To test the prediction, I estimate the coefficients in the following model:

ACC,.1 = oy + o0y FIRM_.CHARACTERISTIC, X NDEC,
+ 0, FIRM_.CHARACTERISTIC, + a3NDEC, + 04SIZE, + 11, (6)

where NDEC =1 if the firm has a non-December fiscal year-end, and 0 if the firm has a December
fiscal year-end. I expect o to be positive. The results in Table 7, Panel B provide some support for
this prediction. For example, a one standard deviation increase in DISTRESS and CFO_WEIGHT
increases ACC by 0.847 days and 0.611 days more for non-December year-end firms than for
December year-end firms, respectively.’® The ACC for non-December year-end firms at the
investment/non-investment grade cutoff is 8.903 days greater than December year-end firms at the
investment/non-investment grade cutoff.

One limitation of the analyses in Tables 5 to 7 is the low explanatory power of the models.
However, given the lack of evidence in the literature on when and how firms manage reported CFO,
this evidence nonetheless increases our understanding of managerial incentives to inflate CFO,
particularly when combined with the other evidence in Tables 4 and 8.

V. ADDITIONAL TESTS AND RESULTS

Validity of Unexpected Cash from Operations Measure
Test of Persistence of Cash Flows

The managed portion of CFO is likely to be non-recurring and, hence, more transitory than the
unmanaged portion of CFO. For example, a firm that delays payments to its suppliers will have to

2% One alternative interpretation for the results is that firms with the identified characteristics can use trade credit as
a form of financing. However, trade credit is a relatively expensive form of financing and is a financing of last
resort (Petersen and Rajan 1997; Cunat 2006). In addition, even if trade credit is the only form of financing
available to the firm, given that the cash cycle measure is a change variable, this alternative interpretation
suggests that the firm adopts trade credit as a form of financing in the fourth quarter but does not do so in the first
quarter in the following year, which seems unlikely for firms that do not have other forms of financing.
Another way to capture the ability to manage CFO would be the market power the firm has relative to its
suppliers and customers. However, evidence on the relation between market structure and competition and the
use of trade credit is mixed. On one hand, studies have documented that the supplier provides more trade credit
when it has stronger market power, in line with the idea that strong market power gives the supplier an informal
mechanism to enforce the repayment of the credit contract through the threat of stopping the supply of the
intermediate goods (McMillan and Woodruff 1999; Cunat 2006). On the other hand, some papers (Fisman and
Raturi 2004; Giannetti et al. 2011) document an opposite relationship, consistent with the idea that a customer
obtains more trade credit if it generates a large percentage of the supplier’s profit (i.e., the supplier’s bargaining
power is low).

26 The increase in ACC are (In(0.017 + 0.060) — In(0.017)) X 0.561 = 0.847 and 4.631 X 0.132 = 0.611.
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pay them in the next period; in a case like Dynegy, structuring a transaction to masquerade a loan as
an operating cash inflow only boosts the reported CFO in one period. To test that the unexpected
component of CFO is less persistent for firms that manage CFO, I estimate the coefficients in the
following model:

CFO,1 = By + BFIRM_.CHARACTERISTIC, X UCFO, + B,FIRM_CHARACTERISTIC,
+ B,UCFO, + B,ECFO, + sACC; + &1 (7)

where UCFO and ECFO are unexpected and expected cash flows, respectively, based on the model
in Section IV. The model includes ACC because accruals provide incremental information beyond
current cash flows in predicting future cash flows (Dechow et al. 1998).

Table 8 presents the results. Consistent with the prediction that unexpected CFO is less
persistent for firms that have incentives to upward manage CFO, the coefficients on the interaction
between UCFO and FIRM_CHARACTERISTIC (f,) are negative and statistically significant in all
five regressions.

Test of Validity of Unexpected Cash from Operations Using Restatement Sample

The construct validity of unexpected CFO depends, in part, on how well the model captures the
expected level of CFO—what the reported CFO would have been absent cash flow management. 1
validate the model using the restatement sample discussed in Section IV. First, I test the difference
between CFO as predicted by the Dechow et al. (1998) model and the restated CFO. The difference,
scaled by average total assets, is 0.002 (p > 0.50 based on two-tailed test), suggesting that the
expected CFO as predicted by the model is, on average, an unbiased estimate of the actual CFO
absent any classification error. Second, I test the difference between the predicted CFO and the
originally reported CFO. The difference, scaled by average total assets, is —0.020 (p < 0.01 based
on two-tailed test), suggesting that the model is able to, on average, identify an overstatement of
CFO.

Alternative Measures

Unexpected Cash from Operations

I present two alternative ways of measuring unexpected CFO. First, my implementation of the
Dechow et al. (1998) model follows their theoretical model of the firm’s cash-generating process at
a firm level. As a robustness check, I implement a cross-sectional variation of the Dechow et al.
(1998) model. For each industry-year, the residual from the regression for each firm is the firm’s
CFO deviation from industry expected CFO. Unexpected CFO in year ¢ is the difference between
the firm’s deviation from the industry in year ¢ and the firm’s average deviation from the industry
over the last five years (i.e., year +—1 to +5). Second, I measure unexpected CFO based on the
model in Barth et al. (2001). These two alternative measures of unexpected CFO do not affect the
tenor of the results.

Incentives to Inflate Reported Cash from Operations

As highlighted in Section III, the firm characteristics are not mutually exclusive. I create a
composite incentive score (ISCORE). ISCORE is a five-point scoring system for which I assign one
point for each of the following: (1) DISTRESS is above the median, (2) NON-IGRADE = 1, (3)
CFO FORECAST =1, (4) MEET BEAT CFO =1, and (5) CFO_WEIGHT is above the median.
Untabulated results indicate that firms with higher ISCORE have higher unexpected CFO
(coefficient = 0.005, p = 0.02 (one-tailed test)).
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Performance-Matched Accruals

Instead of measuring abnormal accruals based on Jones (1991), I also use performance-
matched accruals based on Kothari et al. (2005). The results are robust to this alternative.

Adjustment for Seasonality in Cash Conversion Cycle

My measure of timing controls for seasonality by adjusting the firm’s change in cash
conversion cycle using the mean industry change in cash conversion cycle for that same quarter.
However, if I replace the industry mean with the firm’s lagged four-quarter change in cash
conversion cycle, the tenor of the results is unaffected.

VI. CONCLUSION

This study hypothesizes that firms manage reported CFO in response to incentives. I identify four
firm characteristics that are associated with stronger incentives to inflate reported CFO: (1) financial
distress, (2) a long-term credit rating near the investment/non-investment grade cutoff, (3) the
existence of analyst cash flow forecasts, and (4) higher associations between stock returns and CFO.

Unlike the manipulation of accruals, firms cannot manage reported CFO with biased estimates,
but rather must resort to the shifting of items between the statement of cash flows categories
(classification) and adjusting working capital (fiming). Using an array of tests, I document that firms
inflate CFO using classification and timing when the incentives to do so are particularly high.
Overall, the evidence is convincing:

(1) using a model of expected cash flows based on Dechow et al. (1998), I find that unexpected
CFO is increasing in incentives to inflate reported CFO;

(2) cash flow restatements due to classification errors are more likely at times when the
incentives to inflate reported CFO are stronger;

(3) firms that have stronger incentives to inflate reported CFO are more likely to classify a cash
inflow as an operating cash flow than a financing cash flow when managers have discretion
over the classification of the cash flow;

(4) the difference in the length of the industry-adjusted cash conversion cycle in the first
quarter of the current year compared to fourth quarter of the prior year is increasing in the
incentives to inflate reported CFO, suggesting that the shorter cash cycle in the fourth
quarter is the result of a deliberate attempt to boost cash flows at the end of the year
because the improvement reverses in the first quarter of the following year;

(5) the timing results are generally stronger for non-December year-end firms because it is likely
that the fiscal year-end of their customers or suppliers does not match their own year-end,
making them more amenable to “timing” the transaction in a favorable way for the firm; and

(6) unexpected CFO is less persistent for firms with incentives to upward manage reported
CFO than for other firms.

Future research can examine whether including CFO-based metrics in executive compensation
contracts influences manager’s behavior. Nwaeze et al. (2006) document the increasing use of
CFO-based metrics, and companies such as General Electric and IBM are reacting to the post-Enron
governance concerns by using CFO-based metrics to complement earnings-based metrics (Leone
2004 ). Future research can extend the literature on compensation and earnings management (e.g.,
Healy 1985; Balsam 1998) by examining the relation between the use of CFO-based metrics in
contracts and CFO management.
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APPENDIX A
ANECDOTAL EVIDENCE OF CASH FLOW MISREPORTING

In April 2001, Dynegy Inc. entered into a contract to purchase natural gas from an unconsolidated
special purpose entity, ABG Gas Supply LLC.?” The key terms of the contract were as follows:

i. For the first 9 months, Dynegy will purchase gas at below market rates from ABG and sell

the gas at the market rate. The first 9 months ends with Dynegy’s 2001 reporting year.

ii. For the next 51 months, Dynegy will purchase gas at above market rates from ABG and sell

the gas at the market rate.

Effect on the financial statements for the fiscal year 2001:

i. Net income was unaffected.

Dynegy earned a profit from selling the gas at market price while purchasing it at below
market price. However, the contract was carried at fair value under mark-to-market rules
and both gains and losses from mark-to-market adjustments were included in reported net
income. In other words, the entire contract netted to no gain or loss; hence, any gain
recognized early must have been offset by accompanying losses on the contract’s remaining
terms.

ii. Reported cash from operations increased by $300 million.

The gain was backed by cash flow while the losses were non-cash (a result of mark-to-
market), resulting in an increase in operating cash flows but no change in net income.

On April 3, 2002, a Wall Street Journal article exposed the transactions, based on leaked
documents. Subsequently, the SEC required Dynegy to restate its cash flow statement by
reclassifying the $300 million from the operating section of the cash flow statement to the financing
section. ABG had financed its losses with a $300 million loan from Citigroup; hence, the SEC
deemed that Dynegy effectively borrowed $300 million from Citigroup and used ABG as a conduit
to handle loan proceeds and repayment.*®

APPENDIX B
EXAMPLES OF CASH FLOW RESTATEMENTS

Cause: Classification of Cash Flows from Available-for-Sale Securities versus Trading
Securities

From Americredit

restatement of its consolidated statements of cash flows for the years ended June 30, 2005,
2004, and 2003 ... The related accounting guidance specifies, and the SEC comments
clarified, that cash flows from retained interests accounted for as available for sale
securities should be classified as investing cash inflows.

The reclassifications on the consolidated statements of cash flows do not result in a change
to total cash and cash equivalents and there were no changes to the consolidated balance
sheets and the consolidated statements of income.

27 This example is based on Mulford and Comiskey (2005).
2% The Dynegy case illustrates that the SEC was sufficiently concerned about cash flow classification to enforce a
reclassification.
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Cause: Classification of Cash Flows Relating to Floor Plan Financing

From Eplus

restated our Consolidated Balance Sheet as of March 31, 2005 and our Consolidated
Statements of Cash Flows for the years ended March 31, 2005 and 2004 for the following
reasons:

We use floor planning agreements for dealer financing of products purchased from
distributors and resold to end-users. Historically, we classified the cash flows from our
floor plan financing agreements in operating activities in our Consolidated Statements of
Cash Flows ... We have now determined that when an unaffiliated finance company
remits payments to our suppliers on our behalf, we should show this transaction as a
financing cash inflow and an operating cash outflow. In addition, when we repay the
financing company, we should present this transaction as a financing cash outflow.

Also, payments made by our lessees directly to third-party, non-recourse lenders were
previously reported on our Consolidated Statements of Cash Flows as repayments of non-
recourse debt in the financing section and a decrease in our investment in leases and leased
equipment—mnet in the operating section. As these payments were not received or
disbursed by us, management determined that these amounts should not be shown as cash
used in financing activities and cash provided by operating activities on our Consolidated
Statements of Cash Flows. Rather, these payments are now disclosed as a non-cash
financing activity on our Consolidated Statements of Cash Flows.

Cause: Securitization Transaction

From Pier 1

In the fourth quarter of fiscal 2006, the Company reevaluated its classification within the
consolidated statements of cash flows of cash received from its retained interest in the
securitized proprietary credit card receivables. Based on this reevaluation, management
determined that the classification related to the line item “Beneficial interest in securitized
receivables” netted within the investing section of the consolidated statements of cash
flows was not in compliance with U.S. generally accepted accounting principles. The
Company had not appropriately reflected the exchange of its proprietary credit card
receivables for its retained interest in the securitized receivables as a non-monetary
transaction. As a result, both cash provided by operating activities and cash used in
investing activities were overstated in the consolidated statements of cash flows in each of
the two years ended February 26, 2005. Accordingly, the Company has restated the fiscal
2005 and fiscal 2004 statements of cash flows.

American
Accounting

V Association

The Accounting Review
January 2012



Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



