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Abstract

This Research aims to assess the level of disclosure and transparency
in the published financial reports of Riyadh Bank in accordance with the
requirements (IFRS 7), to identify the extent to which management banking
requirements at the present time. In the context of that targeted research study
and analysis of the disclosure of both the importance of financial instruments
and the risks entailed. The study has focused on questions about the extent of
the influence relationship of the level of disclosure and transparency in the
financial reports of the Riyadh Bank and with his agent requirements (IFRS 7)
to assess awareness of banking management in this regard. The researcher
has to formulate a set of hypotheses answering these questions, singled out
the extent of influence between independent and dependent variables study
and also the strength and direction of and substantial relationship between
these variables. The researcher may use the list of points (Check List) to
collect data, and test the validity of research hypotheses. The study resulted in
a set of results most incompatibility most items lists published financial Bank
Riyadh studied with test requirements (IFRS 7) which means poor awareness
of the Bank management, in contrast to some extent a consensus on some
other items, particularly those relating to the disclosure of the risks of financial
instruments. Ended a series of recommendations to: The most important need
to work on the development of awareness of banking management with
Riyad Bank in the disclosure of financial instruments in accordance with the
requirements (IFRS 7).

Keywords: IFRS 7 — Disclosure & Transparency - Banks - Financial
instruments - Financial Statements.
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for regulators such as CMA that are concerned with overseeing
Saudi listed firms and the findings may contribute to reducing
EM practices by uncovering the techniques that are used by
Saudi managers and so these monitoring parties are called
upon to find solutions to mitigate these techniques.

Further research could expand on this study in several ways;
one possible avenue would be to investigate EM in banks and
financial institutions in order to obtain a better understanding
of the manipulation techniques and the effectiveness of
monitoring mechanisms, especially by those parties following
IFRSs. Providing there are less compulsory monitoring
mechanisms, it might also be worthwhile investigating EM
in non-listed companies in Saudi Arabia in order to obtain
a comprehensive understanding of EM practice in the Saudi
business environment. Moreover, investigating the direct
effect of each EM motivation on the EM techniques could
reveal useful information.
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depreciation accounts, manipulation of the amount of revenue;
manipulation of the amount of cash flow; manipulation of the
amount of reserves. These differences are outlined in Table 9.

Investigation with the interviewed participants indicates
additional evidence and information with regard to EM
techniques in Saudi Arabia. For instance, one interviewee
from among the academics expressed his concerns about
Saudi accounting standards. Another interviewee suggested
that the motivation for EM determines the technique.

These findings confirm the agency theory predictions that
a separation between ownership and management encourages
managers (agents) to act in an opportunistic manner in order
to increase their personal wealth at the expense of the owner
(principal) of an organisation (Jensen and Meckling, 1976).

This study is subject to one notable limitation. Due to the
sensitivity and complex nature of EM, this research was based
on a relatively small number of participants and respondents
and also does not involve financial and insurance companies,
thus, caution should be applied as the results may not be gen
eralised.

The findings of this study could be useful to regulators,
external auditors and investors in their attempts to constrain
the incidence of EM and enhance the quality of monitoring
mechanisms. Accordingly, these findings have implications
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6. Conclusions

This study investigated the techniques of EM in Saudi
listed companies. A questionnaire survey was used to
explore the techniques of EM in Saudi public firms by
obtaining the different perceptions of respondents; moreover,
semi-structured interviews were used to provide better
understanding of the research questions.

Generally, the results show that the findings of the
questionnaire survey confirm the study’s hypothesis that
there is a significant difference among respondents regarding
EM techniques in Saudi Arabia. The findings indicate
that the majority (80%) of all four groups of respondents
agreed or strongly agreed with seven techniques which
they believed were used frequently. These techniques were
reflected in an overall mean for each technique as follows:
manipulation of the provision of inventory; manipulation
of the amount of receivable accounts; manipulation of the
amount of depreciation accounts; manipulation of amount of
expenses; manipulation of sales of assets; manipulation of
internal transactions; and capitalising rather than expensing
expenditure.

In addition, the findings show a significant difference
between the groups with regard to manipulation of the
provision of inventory, manipulation of the amount of
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Table (7) Descriptive statistics of overall means for each group and multiple comparison test

Mean

Mann-Whitney Test - Post Hoc test

Questions Board of directors| Sub-Committee | Auditor | Academic | Board of director | Sub-Committee | Auditor Academic

(Sig) with (Sig)with | (Sighwith | (Sig) with

1- Manipulation of the provision of inventory 382 429 1439 | 400 Auditor Board of directof Board of directoy Board of directof
Sub-Committee

2- Manipulation of the amount of receivable 3.96 422 |41 | 3% No significant differences among groups

3- Manipulation of the amount of depreciation 433 382 1387 | 436 Auditor | Board of directq Board of director)  Auditor
Sub-Committee | Academic Academic Sub-Committed

4- Manipulation of the amount of various expenses 406 4241406 | 410 No significant differences among groups

5- Manipulation of the amount of revenue 341 411 1412 | 346 Auditor Board of directoy Board of director  Auditor
Sub-Committee | Academic Academic Sub-Committe]

6- Manipulation of the amount of cash flow 4,01 333 1362 | 406 Auditor Board of directoy Board of directo)  Auditor
Sub-Committee | Academic Academic Sub-Committee

7- Manipulation of the amount of reserves 4.13 379 1361 | 386 No significant differences among groups

8- Manipulation of sales of assets 423 404 1410 | 416 No significant differences among groups

9- Manipulation of internal transactions 420 397 1407 |4l No significant differences among groups

10- Capitalising rather than expensing expenditure 4.00 450 420 | 407 No significant differences among groups

*p<0.05 **P<0,01 ***P<0.001

Note: Using Post-Hoc is an additional or secondary test to verify the results
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Table (6) Non- Parametric Test (Kruskal-Wallis) versus one-way Parametric Test ANOVA

Kruskal-Wallis ANOVA one way
Non-Parametric Test P. value Sig Parametric Test P.value Sig
(uestions Less than 0.05 Less than 0,03
1- Manipulation of the provision of inventory * %
2- Manipulation of the amount of receivable accounts
3- Manipulation of the amount of depreciation accounts e o
4- Manipulation of the amount of various expenses
§- Manipulation of the amount of revenue o o
6- Manipulation of the amount of cash flow e e
7- Manipulation of the amount of reserves
§- Manipulation of sales of assets
9- Manipulation of internal transactions
10- Capitalising rather than expensing expenditure

*p<0.05 **P<0.01 ***P<0.001
Note: One-way ANOVA is an additional or secondary test to verify the results
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Table (5) Respondents’ perceptions of techniques frequently used to manipulate earnings in Saudi Arabia

Level of agreement (percentage) Cornbach's

toul Soderd |, 0| ity
.||_c=§§m 1 s 1q m Meanscore | Rank | Deviation | e
1- Manipulation of the provision of inventory 0 145 165|556 {296 | 407 4 828 390
2- Manipulation of the amount of receivable 0 [145 165 1397 1393 | 404 5 1.02 0
3- Manipulation of the amount of depreciation 0 121 |81 1427 |21 | 409 3 914 104
4- Manipulation of the amount of various expenses |0 | 121 | 8.1 [ 427 371 | 4.07 4 969 00

5- Manipulation of the amount of loan inferest This item, after conducting pilot study, is removed to meet the research criteria 074
6- Manipulation of the amount of revenue § 210 |56 |46.0 266 | 3.76 7 1.09 528
7-Manipulation of the amount of cash flow 24125 |226\319 121 | 375 8 105 0
§- Manipulation of the amount of reserves 0 [129 |105/59.7 [ 169 | 380 0 81 390
9- Manipulation of sales of assets 0 |32 |129/54 [298 | 410 2 J41 557
10- Manipulation of internal transactions § [137 1731395 387 | 401 10 1.04 557
11- Capitalising rather than expensing expenditure |0 9.7 |16 | 348 |339 | 412 1 855 511

Likert Scale

1-strongly disagree 2- disagree 3-neutral 4- agree - strongly agree

————
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Figure (1) Overall results of respondents” perceptions of earnings management techniques in Saudi Arabia
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Elbanna, (2010); Markarian et al. (2008); Nigrini et al. (2005).

Moreover, the interviews indicate interesting points that
might affect EM techniques in Saudi Arabia such as company
size, nature of industry and ownership structure. This is
similar to the findings of Noronha et al. (2008) which indicate
that EM motivations and techniques are affected by the size
and form of ownership of firms. Moreover, the flexibility of
Saudi accounting standards might be a way of enabling Saudi
managers to manipulate earnings.
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expenditure are the most common techniques used
frequently in Saudi companies”

In the same vein, the various accounting methods or the
companies’ structure relating to size and ownership might
provide a tremendous opportunity for EM. For example,
Noronha et al. (2008) found that size and ownership structure
are effective factors in EM. In this regards, interestingly,
one of the audit committee members raised the following
important issue which is also similarly raised by another

academic interviewee:

“In my opinion, earnings management techniques are
subject to several factors such as the size of company,
nature of industry, and ownership structure. These factors
might affect, directly or indirectly, a type of earnings
management technique. Additionally, incentives for
manipulating earnings determine the techniques used.
For example, if the company tends to manipulate the
amount of Zakat, I think the manipulation would be on
working capital since the Zakat is calculated based on

working capital”

In conclusion, the findings indicate that only seven
statements relating to EM received support from respondents
as techniques of EM in Saudi companies. Additionally, the
interviews support the questionnaire’s findings which are
generally consistent with prior studies such as (Kamel and
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for manipulating. However, the auditors and sub-committee
members were of the opinion that this method was not used
frequently for manipulating.

Investigation with the interview participants indicates
additional evidence and information with regard to EM
techniques in Saudi Arabia. For instance, one interviewee
from among the academics expressed his concerns about
Saudi accounting standards. He commented:

“From my experience, Saudi managers might exploit
the flexibility of Saudi accounting standards to manipulate
earnings for their benefit. For example, the methods of
evaluation of inventory and allowances or the ways of
capitalizing expenses gives managers the opportunity to
manipulate earnings. Therefore, international accounting
standards should be applied similar to financial companies
that are committed to these standards”

Consistent with the prior research on Enron’s reports by
Nigrini (2005) regarding the manipulation of revenue, as well
as Kamel and Elbanna (2010) regarding the techniques of
capitalizing rather than expensing expenditure, a member of
the audit committee and an auditor emphasised that:

“In Saudi Arabia, managers frequently use many
techniques for manipulating earnings. From our
experience, manipulation of revenue figures, general
expenses, and capitalizing rather than expensing
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that more than 85% viewed that this technique is not used
frequently. In this case, Dechow and Skinner (2000) suggest
that accounting academics are different from practitioners in
terms of their perceptions concerning EM.

Additionally, as can be seen from Figure 1 and Table 4,
the remaining techniques (i.e., manipulation of the amount
of revenue; manipulation of the amount of cash flow;
manipulation of the amount of reserves) received a moderate
level of agreement from all four groups as frequently-used
techniques. Itis also important to note that the Mann-Whitney
test shows a significant difference between the four groups of
respondents regarding the manipulation of amount of revenue
and manipulation of cash flow. As we can see from Table 7
there was a moderate level of agreement between the members
of' boards of directors (3.4) and the academics (3.46) regarding
manipulation of revenue. However, the majority of the sub-
committee members (4.11) and the auditors (4.12) perceived
manipulation of revenue figures to be used frequently. This is
because of the specialized role performed by sub-committee
members and auditors regarding financial activities that might
enable them to obtain more experience and knowledge of the
techniques of EM than those in the other groups. Finally,
with regard to manipulation of cash flow, the majority of
the members of boards of directors and academics agreed or
strongly agreed that cash flow is a method used frequently
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techniques. It can be seen from Figure 1 and Table 6 that the
majority (80%) of all four groups of respondents agreed or
strongly agreed with seven techniques which they believed
were used frequently. These techniques were reflected in an
overall mean for each technique as follows: manipulation
of the provision of inventory (4.07); manipulation of the
amount of receivable accounts (4.04); manipulation of the
amount of depreciation accounts (4.09); manipulation of
amount of expenses (4.07); manipulation of sales of assets
(4.10); manipulation of internal transactions (4.10); and
capitalising rather than expensing expenditure (4.01). These
findings are consistent with prior literature such as Kamel and
Elbanna (2010); Markarian et al. (2008); Nigrini et al. (2005).

It is worthwhile noting that Table 6 shows a significant
difference between the groups who cited ‘manipulation of
the provision of inventory’, and ‘manipulation of the amount
of depreciation accounts’. For instance, more than 80%
of the sub-committee members, auditors, and academics
recognized that manipulation of inventory figures occurred
frequently; however, there was a lower level of agreement by
the members of boards of directors (76%). It can be noted that
the members of sub-committees, auditors, and academics are
more sophisticated than the members of boards of directors
in accounting methods, and this might be used to manipulate
inventory figures. The result of the Mann-Whitney test, with
regard to manipulation of amount of depreciation, indicates
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team and a member of the Zakat and Tax department were
also interviewed. The table also provides information in
terms of the positions of interviewees who work in different
organizations.

5.2 How do Saudi Managers Manipulate Earnings?
(Techniques)

The techniques used by managers to manipulate earnings
are considerably ambiguous and can largely vary based on
different countries’ characteristics.  Thus, respondents’
perceptions of the frequency of use of such techniques have
been shown in this section to identify the various techniques
used to manipulate earnings in Saudi listed companies.

In section 2 (part 2), participants in the questionnaire
survey were given a number of potential techniques that might
be used to manage earnings. These techniques, taking into
consideration the Saudi environment, were mainly derived
from previous literature which has been discussed earlier.
In addition, a number of participants were interviewed
individually to obtain a better understanding of the likelihood
of using specific techniques for manipulating in Saudi listed
companies.

Overall, Figure 1 and Table 6 indicate how the four
groups who responded in the current research expressed
their opinions on the level of agreement to each of the
ten statements developed for this research, related to EM
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In terms of the educational level of the participants, as
indicated in Table 4 (panel 2) 39% held a PhD, 38% held
a BA, 18.5% held a Master’s degree and 4% held other
qualifications such as a diploma. As for the members of the
boards of directors, almost half of them had an educational
level of BA, 39% had a Master’s degree, 13% a PhD,
and 4% had a diploma. The diplomas consisted of diplomas
in Business Administration, Finance, and Business Banking.
Moreover, more than half (66%) of the auditors held a BA,
20% held a Masters degree, only 7% held a PhD, and a similar
percentage held a diploma in accounting or finance.

With regard to majors, as shown in panel 3, the majority
(86%) of the academic staff, 88% of the auditors, and 79% of
the sub-committee members had an accounting background,
whereas the largest percentage of the members of boards of
directors had a Business Administration background.

5.1.2 Descriptive Statistics of Respondents’
Information (Semi-Structured Interview)

In order to better interpret and compare the findings,
demographic information for interviewees has been provided.
In this respect, Table 2 presents the sample of semi-structured
interviews conducted during fieldwork. According to the
content in Table 5, two members of boards of directors,
four sub-committee members, three auditors, and three
academic staff interviewed, had gained work experience on
average of ten years. A chairman, the manager of an audit
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Table (4) Analysis Showing the Duration of Employment of
Respondents Participating in Questionnaire Survey

The
length of
experience
Less than one ) 9% ) 8 %
year
1 - 5 years 0 0 4 17%
5-10years 9 39% 4 17%
10- 15years 7 30% 17 %
over15years 5 22% 10 41%
Total 23 100 24 100
Boards of Sub-
Education committees
Level
BA 11 48% 9 38%
Master 9 39% 6 25%
PhD 3 13% 7 2%
Others 0 0 2 8%
Total 23 100 24 100

Sub-
committees

Boards of
Directors

Boards of Sub- . Academic

4 10% O 0 8 7%
&8 19% 11% 16 13%
11 27% 5 13% 29 23%
I1 27% 13 36% 35 28%
7 17% 14 38% 36 29%
41 100 36 100 124 100

. Academic

Numbepercen Nambepercen NambeTpersedambelercn] N | 7%

27 66% 0 0 47  38%
&8 20% O 0 23 18.5%
3 7% 36 100 49 39.5%
3 7% 0 0 5 4%

41 100 36 100 124 100

. Academic

Runtepercen Numbeercen NambeTpesedambelpercn]| N | %%

Accounting 9  39% 19 79%
Finance 4 17% 4 17%
Bus-Admin 10  44% 1 4%
Others 0 0 0 0
Total 23 100% 24 100%

36 88% 31 86% 95 T7%
2 5% 4 11% 14 11%
1 2% 1 3% 13 10%
2 5% 0 0 2 2%
41 100% 36 100% 124 100
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Table (3) the Distribution of Respondents of
Questionnaire Survey

percentage

Groups . .
P Number Nm”’"” Ov’el all of Response
and percent | Percent Rate

Members of boards 70 25% 23 32% 18.5 %

of directors
Members of sub- 5 5500 4 3409 1939, 442%
committees
Auditors 70 25% 41 58% 33.1% (30%-50%)
Academic Staff 70 25% 36 514% 29.1% Average
Total 280 100% 124 100 %

According to work experience, the figures in Table 4
(panel 1) show that less than a third of respondents had
more than 15 years work experience, which was the highest
percentage for length of work experience. In comparison,
the sub-committee members and academic staff had more
work experience in their positions gaining 41% and 38%
respectively. These findings are consistent with expectations
of the academic group but not with the sub-committee groups
which should rotate more often to guard their independence
and effectiveness. However, the shortage of candidates may
have caused this extended period of experience. On the
other hand, the auditors group had the lowest percentage of
working experience.
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Table (2) Information from respondents’ interviews

Position Type of organisation Ex(;;z Zf;)we
1 Audit Manager Ernst & Young 16
1 Auditor Saudi Accounting 9
1 Auditor Deloitte 6
1 Auditor Ernst& Young 7
1 M-Sub-committee  Al-Baha Develpment 14
1 M-Sub-committee  Al-Baha Develpment 12
1 M-Sub-committee  Agricultural company 3
1 M-Sub-committee Zakat and Tax department 8
15
5. Results

5.1 Descriptive Statistics of Respondents
5.1.1 Descriptive Statistics of Respondents>
Demographic Information (Questionnaire)
In order to examine the differences between the groups
a descriptive statistic, as classified by position, is provided
using work experience, educational level, and major (see
Table 3). This analysis relates to the number of respondents
in each group and their percentage.

As illustrated in Table 3, the auditors group represents
the highest percentage of questionnaires answered, which
constitutes 33.1% of usable responses, whereas the academic
staff group, in second place, makes up approximately 29.1%
of responses. However, the responses of the groups of
members of boards of directors and sub-committee members
are much lower - 18.5%, and 19.3% respectively - than those

of the other groups.
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an appropriate technique in certain cases, such as those that
involve complicated and highly-confidential information or
when the required information cannot be collected by other
techniques (Hussey and Hussey 1997).

Unlike other interview types, the semi-structured interview
method is capable of exploring the uncovered problems in
prearranged questions or to obtain rich astute information
related to the research topic (Berg, 2007).

Initially, eight questions were formulated which were
mainly focussed on the techniques of EM. However, the
aim of these questions was to uncover the issues that had
not been explored by the questionnaire survey in order to
provide useful information. Semi-structured interviews were
undertaken with fifteen individuals drawn from four groups
- boards of directors, sub-committees, external auditors, and
accounting academic staff - (See Table 2). .

Table (2) Information from respondents’ interviews

Position Type of organisation Exgz Z:S’;w
1 Academic King Khalid University 2
1 Academic University of Taif 15
1 Academic King Abdulaziz University 20
1 Chairperson Al-Baha Develpment 22
1 M. board of directors Hloany Company 15
1 M. board of directors Yanbu Cement Company 13
1 Auditor KPMG 2
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statistical findings (DeVellis, 2003). The Alpha coefficient
was over 0.7 for all tests which indicates that all data is reliable
according to Nunnally and Bernstein (1994). Also, correlated
items were higher than 0.3 suggesting a good indicator.

4.3 Statistical methods of Questionnaire Analysis

Balian (1982) highlights the fact that using parametric
testing is subject to numerous assumptions that should be
provided as follows: normality, homogeneity and continuous
form of the dependent variables. However, Black (1999)
suggests that non-parametric testing remains the alternative
test where previous assumptions are not applied to data.
Given that the analysis of normality for all questions using
Kolmogorov-Smirnov and Shapiro-Wilk test reveal that
the P-value was less than 5% and the test of homogeneity
of variance using the Levene test was also less than 5%
(results unreported for brevity reason), non-parametric tests
were used in this study to analyse the data. Accordingly,
the primary statistical techniques applied in this part of the
research are Descriptive Statistics, a non-parametric test
(Kruskal-Wallis), a parametric test (Mann-Whitney) - used as
a sensitivity test here - and ANOVA one way testing is used to
determine the differences between two analyses (parametric
and non-parametric tests) and for sensitivity analysis.

4.4 Semi-structured Interviews
EM-related information can be considered to be a
sensitive and confidential topic. Interviews are deemed to be
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the respondent rate confirming that the findings are reliable,
valid, and unbiased.

Table (1) Distribution of Respondents of Questionnaire
Survey

Issued Ques. | Received Ques. The

Groups Number | percent Number | Overall | Percentage of
I .
and percent| Percent | esponse rate

Members of
boards of directors O[22 [ 20 <l | TS o
Members of sub- 0 550/ o4r3400, 1939 442%
committees
Auditors 70 25% 41/58% 33.1% (30% -50%)
Academic Staff 70  25% 36/514% 29.1 % Average
Total 280 100 % 124 100 %

4.2 Reliability and correlation analysis

Several methods have been employed to measure reliability
comprising the test; re-test, split half, and Cronbachys Alpha,
however, one of the most commonly-employed consistencies
is Cronbach’s Alpha. Black (1999) suggests that Cronbach’s
Alpha is the optimum indicator for internal consistency of
instruments which do not have right-wrong (binary) marking
schemes, and hence may be utilised for both suitable questions
and questionnaires adopting scales such as the Likert Scale.

This research applies Cronbach’s Alpha as a measurement
of consistency because it is argued to be less biased and more
appropriate than other methods and gives more accurate
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questions present potential techniques for EM as identified in
the second section of this paper.

4.1 Sample Selection Criteria

Participants were divided into four groups: members of
boards of directors, members of sub-committees, auditors,
and academic staff (See Table 1). The primary criteria in the
selection of specific groups of respondents were that all the
members of these groups should have adequate experience
in accounting and financial careers and that they should be
aware of EM practices. Moreover, participants have the
access and the means to monitor directors, which makes them
intrinsically effective and gives them vital responsibility for
the integrity of financial reporting and the accountability of
management.

The limited number of participants in this study is due to the
fact that EM i1s considered to be a sensitive and complicated
topic; hence the participants should be well-educated in this
issue.

In total, 280 questionnaires were distributed in two batches
via email and by hand. Of the 280 distributed questionnaires 124
were used in the analysis, with a response rate of 44.2%.
Comparatively, previous research such as that of Kamel (2006)
observed that the Middle East seems to have a low response rate
for questionnaires, varying from 30% to 50%. Importantly, the
non-respondent rate of 54% does not differ significantly from
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and qualitative) in order to answer the research questions.
Employing mixed methods will provide reliable findings and
help the researcher to interpret the results obtained mainly
from logistic regression by providing logical rather than
theoretical reasons.

A triangulation approach is adopted in this study, regarding
the quantitative approach; the questionnaire survey is mainly
used to explore the techniques of EM in Saudi Arabia by
obtaining the perceptions of respondents. In terms of the
qualitative approach, semi-structured interviews are used
to provide a better understanding of the research questions,
confirming and elaborating on the questionnaire survey’s
findings and supporting the hypothesis development.

In order to achieve the objective of this research, the
questionnaire was designed to elicit the perceptions of
respondents regarding the research topic. The questionnaire
consists of two sections, the first is general information and
the second is a set of questions related to the techniques of EM.
The first section attempts to obtain demographical information
from respondents (position, working experience, educational
level and major). Demographical information would prove
helpful for the researcher to justify various perceptions among
groups. The second section attempts to elicit respondents’
perceptions of techniques for Saudi companies engaging in
EM. Specifically, this section consists of a set of techniques
for engaging EM derived from prior studies. Generally, the
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firms, he studied various EM motivations using cross sectional
analysis and found that EM occurs in Saudi listed companies
and EM behaviour differs according to the industry type.

Habbash (2012) studied whether corporate governance
attributes constrain EM in Saudi listed firms between 2006
and 2009 and found that corporate governance attributes
significantly constrain EM measured by discretionary
accruals. Al-Abbas (2009) also investigated the same
relationship and found similar results. However, none of
the previous studies that were conducted using Saudi firms
explored the EM techniques applied by Saudi managers.

From the above discussion, the main research question this
study sets out to answer is: What are the common techniques
for EM in Saudi Arabia? Since this study follows a deductive
methodology, primary hypothesis is formulated to answer the
research questions as follows:

H: There is a significant difference among respondents

according to earnings management techniques in Saudi
Arabia.

4. Research Methodology:

A number of studies such as Geiger and Smith (2010)
encourage modern research to use various research methods
to examine EM practices in order to overcome the potential
bias of a single-method approach. Thus, this study will
use multiple empirical research methods (quantitative

7 gacad| Aad b | SIS a1 2.7y ¥155131 Gk @ o Salal @l .3 g bl g
AY




AYNY LB EPE - I Sall - ye T Al @ o deculot! Ergamd

EM practices provided by Rutledge (1995) found that after
the foreign currency translation, issued in 1981 by FASB, was
applied to USA firms, a number of companies manipulated
earnings by abusing the resolution.

Bergstresser and Philippon (2006) confirm that cash flow
can be manipulated by assuming a higher or lower rate of
depreciation which affects reported earnings. In addition,
they state that another technique for manipulating earnings is
to abuse expenses that are not reasonably expected to generate
future cash flow, and label them as investment expenditure.

A study conducted by Nelson et al. (2003) whose data
is based on a questionnaire survey including 253 external
auditors from USA offices indicates that earnings manipulation
is managed by numerous techniques such as revenue
recognition, business combinations, intangibles, fixed assets,
investments, and leases and a frequently-employed technique
Was reserves.

Based on data collected via questionnaires (464) and
interview surveys (16) in Egypt, Kamel and Elbanna (2010)
found that the main techniques for manipulating earnings
involved making inadequate provision, capitalising rather
than expensing expenditure, and evaluating inventory.

In terms of EM studies that have used Saudi firms, Asehaly
(2006) investigated EM practices in Saudi publicly listed
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and reduction of earnings because of future losses.

(Aljifri, 2007) suggests that FIFO and LIFO are the most
commonly-used methods for manipulating inventory when a
firm wishes to increase reported earnings; it may use FIFO
when prices go up.

Gunny (2010) carried out a study, consisting of all firms
with available financial data from COMPUSTAT industrial
covering the years from 1988 to 2002. He found that firms
manage earnings to meet benchmarks by cutting discretionary
investment of R&D, selling, general and administrative
expenses (SG&A) to decrease expenses.

Based on a sample of Italian listed companies for the year
2003, with all firms whose data was collected from Datastream,
Markarian et al. (2008) investigated the relationship between
the choice of R&D cost accounting and EM motivations.
Their findings indicate that Italian firms use R&D costs
as a tool of manipulation. In other words, firms with low
performance tend to capitalize R&D cost expenditures, while
firms with superior performance are more likely to expense
them.

Nigrini ef al. (2005) conducted a study analysing Enron’s
earnings report which was announced in 2001 and 2002 and
showed that revenue numbers were used to manipulate EM
upwards. Another accounting method used as a technique for
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to temporarily improve sales, by managing overproduction
to report lower costs of goods sold, and by decreasing
discretionary expenditures to enhance margins.

Employing case study and using a sample of 50 ofthe largest
British companies, Breton and Taffler (1995) claim that EM
is practised via taxation, pension contribution, extraordinary
items, creating profit via asset disposals, merger accounting,
subsidiaries, non-capitalization of leased assets, concealed
interest charges, and non-consolidated subsidiaries.

According to data collected adopting the quantitative
method (questionnaire survey) which included auditors and
senior auditors in Greece, Baralexis (2004) suggests that
most respondents confirm that EM is not only committed
by using features of the flexibility of the GAAP, but also by
contravening it. Moreover, large firms were found to have
overstated profit as a motive for raising external financing,
while small firms attempted to understate the profit to avoid
paying more tax.

Amat et al. (2003), who examined audit reports of 35 listed
companies in the Spanish Stock Exchange, concluded that
various techniques are used by Spanish managers in order to
practise EM. These techniques include expenses charged to
reserves instead of including them in the income statement,
expense capitalization, altering the inventory, accelerated
depreciation methods, extraordinary fees for pension plans,
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asset impairments to decrease or avoid the potentiality of
trading suspension or de-listing due to profitability-based
regulation. Moreover, they found that the firms motivated
by regulatory incentives provided larger amounts of other
nonrecurring items, and they seemed to use impairment
reversals as the main accruals in comparison with other
nonrecurring earnings or accruals.

Furthermore, some prior studies have attempted to
test whether asset sales is a technique used for earnings
manipulation. For example, Poitras et al. (2002), who
examined Singaporean companies using a sample of 44
public firms, demonstrate that some companies use flexibility
of accounting methods to manipulate earnings via sales and
depreciation of assets as a way of manipulation.

Graham et al. (2005) document that earnings are
manipulated via real economic actions; for example, delaying
advertising expenditures, as opposed to manipulation by
adopting accounting discretion within GAAP as employing
accrual management. Their study was based on interview
surveys including financial executives from public companies
in US firms, using descriptive statistics and correlation
analysis.

Interestingly, a study conducted by Roychowdhury (2006)
comprising a sample of 4,252 US firms demonstrates that
firms change reported earnings by employing price discounts
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(1) Adjusting accounts receivables

(2) Manipulation of sales of assets

(3) Manipulation of internal transactions

(4) Changing the depreciation method

(5) Capitalizing rather than expensing expenditure
(6) Manipulation of the amount of reserves

(7) Manipulation of the amount of cash flow

(8) Manipulation of the provision of inventory

(9) Manipulation of the expenses

(10) Manipulation of the revenues

3 A Review of the Literature on Earnings Management
Techniques

Various techniques have been illustrated to explain
the methods of manipulation. Hang and Wang (1998)
conclude that oil companies use inventory and special items
to manipulate EM. For example, there is an incentive for
American companies to manipulate earnings in order to
reduce political costs by using inventory and special items as
techniques of manipulation.

An interesting examination was made by Burgstahler
and Dichcv (1997) using data between 1986 and 1996;
they concluded that managers manipulate earnings before
extraordinary, nonrecurring, and special items. Likewise,
Chen et al. (2005) presented evidence based on data collected
on reversal information from annual reports over four years
from 2003 to 2006 which showed that Chinese firms reverse
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Aljifri (2007) divides EM into two approaches: (1) accruals
accounting choices including the timing of expenses and
revenue recognition, which is easier to manage, cheaper and
difficult to detect by external auditors; (2) accounting method
changes (FIFO to LIFO) which are expensive, observable, and
easier to detect by external auditors. Both methods may be
employed to decrease or increase EM, however, the majority
of previous studies focus on the former approach.

Moreover, Ortega and Grant (2003) classify EM techniques
employed by American managers into four categories namely:

(1) Revenue recognition (such as premature recognition of
revenues to boost earnings);

(2) Operating expense timing (such as shifting expenses
from one period to another);

(3) Unrealistic assumptions to estimate liabilities (such as
using aggressive assumptions when accruing liabilities); and

(4) Operating actions (such as manipulating governmental
subsidy).

These techniques provide tremendous opportunities for
EM and may also be practised in Saudi Arabia. Reviewing
the literature and gathering recommendations of professional
accountants in Saudi markets has revealed a list of 10
techniques which may be exploited by Saudi managers:
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Although most previous studies suggest that EM is
considered a type of fraud when these practices are managed
beyond GAAP boundaries, there is no full agreement on this
concept. For example, Jiraporn et al. (2008) adopt agency
theory as a framework to distinguish between the opportunistic
and beneficial uses of EM, arguing that EM plays a superior
role in enhancing the information value which interests the

users of financial reporting. In other words, EM may be
used as a tool for attracting new investors and reinforcing
the confidence of the market. On the other hand, Lo (2007)
claims that there are many victims of EM practices, such
as equity investors, creditors, regulators, unions, suppliers
and customers. Therefore, the answer to the question of
whether EM practices are opportunistic or beneficial is still
contentious.

Thus, this study attempts to define EM as a way of
using various methods of violating accounting methods by
managers who employ their experience and knowledge in
business to alter the figures of financial reporting with various
motivations.

From the preceding definitions, it is observed that earnings
may be manipulated in two main ways: accounting choices
and discretionary accruals. In other words, managers may
exploit or abuse the flexibility of accounting standards by
choosing specific methods such as revenue recognition
methods or switching between FIFO and LIFO in inventory

accounting or violating accounting standards.
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which can vary from one researcher to another depending on
numerous factors such as ownership structure and culture.
For example, Louis and Sun (2008) support the theory that
cultural differences play a vital role in defining types of EM
and motivations. Similarly, Geiger ef al. (2006) argue that
motivation for and practice of EM is not perceived similarly
in all countries due to a numbers of factors, one of the most
important being culture, which is divided into a number of
dimensions. A study conducted by Noronha ef al. (2008)
showed that another factor, the nature of EM motivations
or techniques, might be affected by the size and ownership
of companies; in China, for example, public ownership
companies have a strong motive for manipulating EM.

For the above reasons, the accounting literature cannot
accomplish consensus on the definition of EM; however,
numerous attempts have been made by current studies to
understand EM practices. For example, Healy and Wahlen
(1999) suggest that “earnings management takes place
when management (executives) use their discretion in
financial reporting and in structuring transactions to change
financial reports in order to mislead some stakeholders
regarding underlying economic performance of a firm or to
affect contractual outcomes relying on reported accounting
practices”. In the same vein, Smith (1993) defines EM as
techniques that comprise financial reporting decisions such as
the selecting of accounting methods and timing of expenses
and revenue reporting.
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collectively known as culture (Geiger and Smith, 2010).
These constraints may create incentives for managers to
manipulate earnings.

Thus, opportunities are given for managers to practise
their discretion regarding business in order to enhance
the effectiveness of financial reporting as a means of
communicating with investors and creditors. In other
words, current accounting standards offer management a
wide choice of alternative ways to treat the same financial
transaction or event (Al-Khabash and Al-Thuneibat, 2009).
Different accounting methods may be chosen according to
their objectives.

In general, since EM is a difficult concept to define and
measure, it seems that there is no universally accepted
definition. However, EM is generally attributed to the process
by which financial information is manipulated to provide a
firm’s financial stance and performance. This may involve
numerous accounting treatments that are not accommodated
within Generally Accepted Accounting Principles (GAAP)
and are considered as either aggressive or conservative
accounting treatments which mislead users of financial
reporting (Xiong, 2006).

Generally, the distinctions of the definitions provided by
prior studies rely on their own assumptions, the motivations
behind EM and their perceptions in respect of behaviour,
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internal transactions; and capitalising rather than expensing
expenditure.

2- Overview of Earnings Management Techniques

Manipulation of figures has recently become an increasingly
serious issue 1n financial reporting. In addition, it 1s widely
conceived by the business community that executives might
engage in EM using various techniques (Rutledge, 1995).
In this instance, executives can intervene by changing how
they interpret financial accounting standards and figures
or by transactions as a way of changing financial reporting
(Healy and Whalen, 1999). However, the techniques used by
managers to manipulate earnings are still fairly ambiguous
especially where there has been little research such as in less
developed countries.

Based on agency theory, the issues related to the separation
between ownership and management might lead managers to
collude against owners to increase their own personal wealth
(Jensen and Meckling, 1976). Institutional theory also
provides an appropriate theoretical framework for managerial
behaviour. Institutions in a society provide the rules of the
game that monitor the interplay between organizations,
which are the players in the game, who attempt to exploit
the opportunities created by the institutions to increase their
welfare. In other words, society may create many formal
constraints, such as public laws and government regulations,
or informal ones, such as social customs and conventions
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market. A comprehension of EM techniques in Saudi
Arabia could elucidate issues and potential implications of
EM studies and external and internal monitoring in prior
research. Accordingly, the findings of the current study could
be fruitful for external auditors, regulators and legislators in
their attempts to constrain the incidence of EM and enhance
the quality of monitoring mechanisms.

This study uses a multiple empirical research methods
(quantitative and qualitative) in order to answer the research
questions. The questionnaire survey is mainly used to
explore the techniques of EM in Saudi Arabia by obtaining
the perceptions of respondents. In terms of the qualitative
approach, semi-structured interviews are used to provide a
better understanding of the research questions.

Based on the analysis of 124 questionnaires and Semi-
structured interviews with fifteen individuals representing
various groups, namely members of boards of directors,
members of sub-committees, auditors, and academic staff,
the results show that there is a significant difference among
respondents regarding EM techniques in Saudi Arabia. The
findings indicate that the majority of respondents agreed
or strongly agreed with seven techniques as follows:
manipulation of the provision of inventory; manipulation
of the amount of receivable accounts; manipulation of the
amount of depreciation accounts; manipulation of amount of
expenses; manipulation of sales of assets; manipulation of
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of Etihad Atheeb Telecom, BISACO, ANAAM and ALMU-
TAKAMELA), and have evidently raised questions and in-
creased concerns about the EM techniques that are used by
Saudi companies which such recent monitoring mechanisms
are still incapable of preventing. The increased incidences of
such cases have generated considerable calls to review EM
practice in order to develop further professional regulations,
and have put pressure on legislators and academics to find a
means of enhancing the integrity of financial reporting and
monitoring mechanisms.

A large number of studies concerned with EM have been
conducted using US and UK data; however, studies based on
data from Middle Eastern countries are relatively limited in
comparison with those in developed and Asian countries.

Unlike dispersed shareholding of the Anglo-Saxon world,
the Saudi market is characterized as having concentrated
shareholding such as family ownership and state ownership.
Furthermore, SaudiArabiahasadifferentbusinessenvironment
and regulation. A study conducted by Al-Moghaiwli (2010)
argues that Saudi listed companies are largely dominated
by a high percentage of foreign employees who may tend to
manage earnings for their own private benefits.

To the best of my knowledge, Saudi Arabia has not yet
been the focus of any study regarding EM techniques; thus, a
different perspective could be obtained from a less developed
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1 Introduction

During the last ten years, the financial scandals in developed
countries, especially in the USA and Europe, have brought
about a major awareness of the need for more transparency
and credibility in order to protect shareholders and stakeholders
alike. Earnings management (hereafter, EM), as a phenomenon
of previous scandals (Goncharov, 2005) which has received
considerable attention, is one of the most important challenges
facing monitoring bodies and regulators which endeavour
to resolve the negative impact of EM on financial reporting
(Jaggi and Tsui, 2007).

Post-2006, perceptible changes have been witnessed in
the Saudi business environment with the issuing of more
rules and standards to regulate and develop the Saudi
Stock Exchange. Moreover, some guidelines, in terms of
professional ethics, codes and standards, aimed at enhancing
integrity, have been introduced to Saudi listed companies.
Therefore, the implementation of these regulations (such as
corporate governance mechanisms) is expected to enhance
the monitoring mechanisms and thus affect EM practice and
techniques. There is, however, no evidence to date as to
what EM techniques are still being applied by Saudi Listed
companies’ managers since the introduction of the recent
reforms.

Company scandals which occurred after 2006 in the Saudi
capital market have damaged investors’ trust (such as cases
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The findings reveal that the seven main techniques practised by Saudi
managers to manipulate earnings are: manipulation of the provision
of inventory; manipulation of the amount of receivable accounts;
manipulation of the amount of depreciation accounts; manipulation of
amount of expenses; manipulation of sales of assets; manipulation of
internal transactions; and capitalising rather than expensing expenditure.

These findings could be fruitful for external auditors, regulators
and legislators in their attempts to reinforce the quality of monitoring
mechanisms and enhance the integrity of financial reporting.

Key Words: earnings management techniques, earnings
management, Saudi listed companies, Agency theory.
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A Perception of Earnings Management Techniques

in Saudi Public Firms

By
Murya S. Habbash®
Salim A. Alghamdi®

Abstract

The primary purpose of this study is to investigate the techniques of

earnings management in less developed economies using Saudi listed
companies. While numerous earnings management studies exist in
the literature, there are few empirical earnings management technique
studies. The continuous failure of some Saudi listed firms, even
since the introduction of the recent monitoring regulations, raises the
necessity to investigate managers’ behaviour and earnings management
practices through both qualitative and quantitative research approaches.
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are to be finished with black india ink on white paper, with all lettering
and symbols clearly included. Figures are to be planned for 80%
reduction.

8- All research papers should follow a sound methodology and apply
the standard requirements for a scientific research. It should follow
the following framework:

One)  An Arabic and an English abstracts describing the objectives,
methodology and results of the research.

Two)  An Introduction.

Three) Review of related literature.

Four)  The hypotheses of the study.

Five)  Methodology.

Six) Results of the study.

Seven) Conclusions and recommendations.

9- Standard methods should be followed for quotations, footnotes, and
endnotes, A list of references should be presented in alphabetical

order at the end of the paper.

Book Review:

Books reviewed should be unique, useful and newly published. Book reviews
should follow the following format:
1- An introduction emphasizing the importance of the book and its
subjects.
2- A description of the contents of the book.
3- A critical analysis of the contents.

4- A conclusion.

mments:

Comments on research papers published are welcome. All Comments Should be
supported by scientific evidence and they are subject to the same publication standards
applied to refreed research. Comments are sent to the author of the related research

and are published with the reply in the same issue.
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Accounting Research is a Refreed Journal with the objective of publishing
original accounting and auditing research. The journal welcomes all research papers
that contribute to the development of accounting theory and practice. Priority is given
to empirical research related to the Arab environment.

The main sections of the Journal are:

(1) Refreed Research papers.

(2) Book Review.

(3) Comments.

Refreed Research Papers:

All Research Papers Submitted for publication shall meet the following
standards:

1- It Should Contribute to the existing accounting body of knowledge.

2- It Should be original and not previously published.

3- Papers should be submitted in good Arabic or English in both of
the following two forms:
. Paper: 3 copies in A4 paper size.
. Magnetic: Floopy disc 3 ' of IBM PC format in any of the

following word processing file forms:

4- Maximum lenght of paper is 25-30 pages including the abstract,
figures, tables, list of references and the Arabic or English
summary.

5- The Margins are; 3.5 cm from the top, and 2.5 cm from the left,
bottom, and right. These are to be strictly adhered to, even in the
figures pages.

6- All figures and tables are to be totally integrated within the text and
not at the end. Tables and figures captions should be written with the
same size and font as the text, and located under the figure and on
top of the table. The font used is courier.

7- Figures must be of high quality for direct reproduction. Drawings
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