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Study Questions Accounting
Manipulation to Meet Investor Priorities
Just how much weight do investors assign to revenues as distinct from earnings?
New research in the June issue of Accounting Horizons, a journal of the American
Accounting Association, �nds this answer to vary considerably among �ve major
business ...
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In the calculations of equities traders, probably no measure of corporate
performance garners more attention than companies’ success or failure in meeting
the earnings forecasts of analysts. Yet, important though earnings results are to
investors, they are hardly foolproof guides to stock performance on a reporting day.
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Many are the occasions where companies report meeting or beating earnings
forecasts only to see their stocks decline because an achievement in earnings is
countered by disappointing revenues.

Just how much weight do investors assign to revenues as distinct from earnings? New
research in the June issue of Accounting Horizons, a journal of the American
Accounting Association, �nds this answer to vary considerably among �ve major
business sectors and to depend as well on the stage of a company’s life cycle.

For example, stock prices of companies in the technology and health care sectors
have almost double the sensitivity to reported revenues (revenue response
coef�cient, or RRC) that stock prices of �rms in other sectors have. In other words,
their stocks rise or fall twice as much as other stocks do in response to the amount
revenues diverge from what analysts predicted. In the words of the study, “A cross-
sector comparison reveals that the RRC for high-tech and health sectors is almost
twice of that for the consumer, manufacturing and miscellaneous other sectors.”

These differences aside, what is true for all �ve sectors is the propensity of companies
to exactly meet or slightly beat analysts forecasts in conformity with the priorities of
investors.

Thus, in the new study’s analysis of quarterly �nancial reports over a sixteen-and-a-
half year span, 16% of �rms reported revenues that barely met or slightly exceeded
analysts’ revenue forecasts following quarters of high RRCs (that is above the
median); in contrast, only about 9% of �rms did the same following quarters of low
RRC.

But the pattern was strikingly reversed when it came to earnings sensitivity
(earnings response coef�cient, or ERC). Here 15% of the �rms reported revenues that
barely met or slightly exceeded analysts revenue forecasts following quarters of low
ERC, while only 11.5% did so following quarters of high ERC.

“Clearly, corporate managers are attuned to what investors are looking for in their
companies’ reports and to the weight investors assign to revenues as distinct from
earnings,” said accounting assistant professor Rong Zhao of the University of
Calgary, who carried out the study. “And, to a considerable degree, the revenues they
report re�ect this.”

What to make of this �nding? Prior research, the professor notes, has described the
way managers oscillate between an all-growth strategy, where revenues take
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priority, and a margins strategy, where earnings do. “But,” she adds, “given the fact
that company �nancial results conform as conveniently as they do to what investors
are looking for, one also has to wonder about the extent of accounting manipulation
in bringing this about.”

Her �ndings, she believes, ought to be of value to both investors and regulators. For
example, if a high tech company or drug company just meets or slightly beats
analysts’ revenue benchmarks, there may be less to that achievement than meets the
eye, since such companies have a heightened incentive to manage their accounting
with precisely that goal in mind.

A similar motivation is also at work, her �ndings suggest, for companies at relatively
early stages of development. De�ning �rms’ life cycles on the basis of three factors –
dividend payout, sales growth, and age – Prof. Zhao classi�es those below the
average life cycle of companies in their sector as relatively young. Being relatively
young, she �nds, strengthens the positive association between companies’ RRC and
meeting revenue benchmarks.

The study’s �ndings are based on �nancial data involving 6,836 public companies in
the aforementioned �ve business sectors over a period of 16 ½ years. Market-adjusted
stock gains or losses were obtained for the three-day windows around quarterly
earnings and revenue announcements, and ERCs and RRCs were calculated from the
relationship between those results and the divergence of reported earnings and
revenues from the levels forecasted by analysts. Then the relationship was analyzed
between the RRCs and ERCs and the extent of revenue surprises (that is, how much
reported revenue diverged from analysts’ forecasts) in the following quarter.

To make this �nal analysis, Prof. Zhao divided revenue surprises above and below
zero into 62 bins, with each one representing a tiny increment or decrement (0.15%
of equity) from the adjoining one. By far the largest proportion of revenue surprises
were not actually surprises at all, since they were found in the zero bin, which
represented results that exactly met analysts’ forecasts or were a tiny amount (0.15%
of equity) above it. As indicated earlier, results in that bin accounted for about 16% of
the total when RRCs were high but only about 9% when RRCs were low, leading Prof.
Zhao to write:

“The unusually high frequency of small positive revenue surprises…suggests that
�rms attempt to cross the thresholds of revenue forecasted by analysts. More
importantly, the propensity to meet or just beat revenue benchmarks is higher
(lower) when the investor pricing of revenue (earnings) is high.”
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As for where the counterpoint between earnings and revenues is today, the professor
comments that, “for what it’s worth, I think the general emphasis of the market now
is back to growing revenue after several years of focusing on cost reduction during
the �nancial crisis.”

The study, entitled “Revenue Benchmark-Beating and the Sector-Level Investor
Pricing of Revenue and Earnings,” is in the June issue of Accounting Horizons,
published quarterly by the American Accounting Association, a worldwide
organization devoted to excellence in accounting education, research, and practice.
Other journals published by the AAA and its specialty sections include The Accounting
Review, Auditing: A Journal of Practice and Theory, Issues in Accounting Education,
Behavioral Research in Accounting, Journal of Management Accounting Research, Journal
of Information Systems, Journal of Financial Reporting, The Journal of the American
Taxation Association, and Journal of Forensic Accounting Research.
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