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Abstract 

This paper examines the relationship between executive compensation – in the form of 

variable pay – and earnings management. Since most research is done on American 

companies, and Swedish companies are adopting a more Anglo-American compensation 

structure, we would like to study this in Sweden. We hypothesize that CEOs with higher 

variable pay are more likely to engage in earnings management. This study is done on 

Swedish companies listed on Large- and Mid-Cap. Using data from the companies’ annual 

reports we find no significant relationship between variable pay and discretionary accruals 

using our regression.  

 

 

Svensk version: 

Denna studie undersöker relationen mellan kompensation till ledande befattningshavare – 

den del av lönen som är rörlig - och manipulering av intäkter. Då större delen av tidigare 

forskning har fokuserat på amerikanska företag, och svenska företag anammar en mer anglo-

amerikansk struktur av kompensation, vill vi undersöka detta i Sverige. Vi kommer fram till 

en hypotes där vi antar att en VD med högre rörlig lön är mer trolig att manipulera intäkter. 

Studien är gjord på svenska företag listade på Large och Mid Cap. Genom att använda data 

från företagens årsredovisningar och Datastream hittar vi genom våra regressioner inga 

samband mellan rörlig lön och diskretionära periodiseringar.   

 

 

Key Words: Earnings management, Discretionary accruals, Variable pay, Compensation, Modified Jones model, 

Agency-principal theory 
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1 Introduction 

In this chapter we introduce the reader to why the financial information provided by 

companies is important. We also discuss how the different choices of presenting these reports 

can be a growing problem in relation to the increasing use of variable pay or incentive 

programs to the CEO. Earnings management and earnings quality is also introduced. 

1.1 Background  

Global scandals like the Xerox-case fuel the research into earnings quality and earnings 

management. During the 1990's the executives of Xerox manipulated the reported income 

through different means such as allocating the revenue stream on their equipment leases. The 

SEC became aware of this because the CEO during this period was exercising a lot of stock 

options and selling large numbers of shares (Bergstresser and Philippon, 2005). But while the 

scope might be larger in the case of Xerox, the phenomenon is still present in the Swedish 

markets, for example the Eniro scandal of 2014 where executive earnings management, with 

the help of accruals, inflated company performance (Petersson/TT, 2014). The aftermath of 

this was that the stock price plummeted with 36% in one day, the CEO (who´s variable pay 

for previous year was high, 37% of total compensation) got fired and the trust from 

shareholders also plummeted as shown by the stock price. According to the Chairman of the 

board of Eniro there were some revenues that was accounted for earlier than actually realized, 

which is not in line with the rules at Eniro, and more importantly not in line with the IFRS 

(Petersson/TT, 2014).  

 

There are more examples where companies misreport in order to project a brighter future for 

the company, and since it is in the hands of the CEO how they present the accounting figures 

it is interesting to investigate how executive compensation is related to the use of earnings 

management. Since the CEO has the responsibility to produce qualitative reports there are 

some incentives to manage earnings and this may very well be the part of the salary that is 

variable.  

 

Companies’ today use accrual based accounting to consolidate financial reports in the 

purpose of keeping shareholders updated of the company’s performance and financial health.  

Financial reports are subject to different type of analysis by external parties to evaluate the 
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company’s intrinsic value. For example, investors use these documents to analyse the 

company’s ability to pay back loans and as a basis for motivating lower interest on those 

loans among other things. From the perspective of the analyst, earnings quality is the measure 

of how well a firm's intrinsic value reflects the current stock price (Dechow and Schrand, 

2004). To do this, information asymmetry has to be as low as possible to make correct 

assumptions and predictions about the company’s future earnings. Companies sometime fail 

to accurately disclose the performance of the company, sometimes these discrepancies are 

intentional and sometime unintentional (Ibid). 

1.2 Problem discussion 

There are numerous incentives for CEOs to report high and positive earnings especially when 

and if the company uses incentive programs tied to performance. Discussions regarding 

compensation to the CEO have focused on how it leads CEOs to take short-term risk and not 

considering the long-term goals for the company (Cooper et al., 2009). Osterloh and Frey 

(2002) stress that higher variable pay only incentivize the CEO to act in a self-gaining 

manner. The consequences from this could be earnings management, future losses etc. There 

has been an increase in stock-based and option-based executive compensation from 1994 and 

forward in American companies (Bergstresser and Philippon, 2005). CEOs possess a lot of 

information about the company and should therefore be prone to capitalize on this 

information. Earnings management therefore occurs where the CEO manipulates earnings to 

their advantage. Research regarding earnings management is extensive and also the relation 

to executive compensation is studied in depth (Burns & Kedia, 2006; Cheng & Warfield, 

2005; Balsam, 1998). This research mainly investigates and approaches American companies 

and we therefore, in this paper, intend to focus on Swedish companies. Among previous 

research, it lacks studies regarding Swedish companies’ use of earnings management to 

influence the incentive programs payout and effectiveness.  

 

For a long time, companies in Sweden have been characterized as having a few large owners 

in the company (Jakobsson & Wiberg, 2014). The structure of ownership in Swedish 

companies is built on having one main owner combined with a strong protection of minorities. 

The main owners is given control based on strong voting shares and have a smaller capital 

share in relation to the power of voting shares (Ibid). The holding companies became the 

typical structure in Sweden, and enabling one owner who usually consists of a family, 
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foundation or a bank that through these holding companies control multiple listed companies 

(Ibid). Due to increasing globalization Swedish companies got increasingly more influenced 

by foreign owners. In 9 years during 1990 to 1999 the foreign ownership on the Stockholm 

stock exchange increased from 8% to almost 40% according to a 2011 study (Holmén, 2011). 

The ownership structure in Swedish companies has also been influenced by the Anglo-

American model which has made the concentration of ownership less attractive but the 

strongly concentrated type of ownership is still the most common one in Sweden (Jakobsson 

and Wiberg, 2014). This would mean that Swedish companies have a board who has a lot of 

insight and control over the company which would make it harder for CEO´s to exercise 

manipulation through earnings management. Previous research show that variable pay, stocks, 

options and other forms of incentive programs is related to the use of earnings management. 

With the form of ownership that is typical for Swedish companies, this study aims to 

contribute to the research with information in Swedish markets.   

1.3 Purpose 

The purpose of this paper is to study the relationship between performance based pay and 

earnings management in Swedish listed companies. This will be done focusing on companies 

on Large cap and Mid cap. 

1.4 Disposition 

In section 2 we present the theory behind earnings management and agency theory, which is 

then followed by methods used to analyse and gather information about the datasets used. 

The results are then presented and described in the section empirical results. Finally the 

conclusion contains our analysis and conclusions, followed by suggestions for further studies.  
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2 Theory 

This chapter covers a more in depth explanation of earnings quality and earnings 

management and the previous research in this area. The agency-principal problem will also 

be discussed and different forms of incentives will be explained. 

2.1 Earnings Quality 

When gathering information about companies that would be an addition to an investor’s 

portfolio they look at the company’s financial information. A company issues financial 

information to the public to potentially attract new investors, but also to keep old investors. 

By providing financial information they also distinguish themselves from the less performing 

companies. Investors use the information to evaluate and identify those companies that are 

worth investing in (Healy, 1999). Earnings quality is simply the quality of financial reporting 

issued by the company. Even though financial information is issued does not mean it’s 

accurate and reliable.  

 

However when analysing how reliable reports are, one has to remember the human element 

behind the making of these reports. The people that possess the most information about the 

company are managers. In the process of producing financial information the judgement of 

managers comes into play when deciding what to disclose in reports. A company can by the 

use of accruals match costs and income to specific periods, and use a more positive number 

of income, therefore a possibility of manipulation exists. The reporting methods, estimates, 

and other information to be made public could be selected to illustrate a better financial 

position of the company than what is true (Healy, 1999). 

 

There have been debates about the extent of accounting where judgment plays a big part in 

the provided information. Standards that deal with these kinds of problems want to focus on 

the magnitude and frequency of any manipulation, specific accruals and accounting methods 

used to manage earnings, motives for the manipulation and any resource allocation effects in 

the economy (Ibid). 

 

Dechow and Schrand (2004) define the quality of the earnings as how well the earnings 

number annuities describe the intrinsic value of the firm and is a good prediction of future 
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performance, or when return on equity is a good measure of the internal rate of return on the 

company’s current portfolio of projects, the earnings are of high quality. 

2.2 Earnings management 

Research about earnings management is vast and Lev (2003) concludes a manipulated result 

when the future cash flows and results are intentional and misleading by the hands of 

conscious managers. In this paper we use the definition of earnings management as expressed 

by Healy (1999): 

``Earnings management occurs when managers use judgement in financial reporting and in 

structuring transactions to alter financial reports to either mislead some stakeholders about 

the underlying economic performance of the company or to influence contractual outcomes 

that depend on reported accounting numbers.'' – (Healy, 1999) 

Earnings management is similarly described as purposeful intervention in the external 

financial reporting process, with the intent of obtaining private gain. Under this definition, 

earnings management could occur in any part of the external disclosure process and could 

take a number of forms (Schipper, 1989). A manager can intentionally overestimate future 

cash flows and accruals to provide the company with a less volatile report, which translates 

into a lower perception of risk. 

 

As discussed in earnings quality, Healy (1999) argues that earnings management is exercised 

when the managers use their own judgment to alter financial information to either mislead 

investors or to influence contractual outcomes that depend on reported accounting numbers. 

Estimated future earnings and cash flows that is not in line with the company’s actual 

earnings and where these estimates intentionally have been altered can be defined as 

manipulated earnings. There is however according to Lev (2003) two categories of earnings 

manipulation; manipulation by accounting means and real manipulation. 

 

Manipulation by accounting means is done when the reported earnings can be manipulated 

without any effect on cash flows or on the real dimensions of the company like investing, 

manufacturing and marketing activities (Lev, 2003).  
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Real manipulation occurs within a change in the company’s level of investment or operating 

activities, or when managers affect reported earnings by altered timing of sales and other 

transactions (Lev, 2003). The timing of asset sales to enhance earnings is also a form of 

earnings manipulation (Bartov and Gul, 1993). Dechow and Sloan (1991) states that cutting 

research and development expenditures to enhance earnings is manipulation by real activities. 

When manipulating expenditures such as R&D and also boosting sales by selling products at 

a discount, it has a real impact on earnings quality and the future performance of the 

company (Dechow and Schrand, 2004). 

 

The most common form of earnings management is manipulation of accruals. As discussed 

earlier, in a situation where a manager can exercise judgment and make estimates and 

forecasts is a perfect opportunity where earnings management can be done. However it is not 

easy to distinguish real means of earnings management, since decisions could be made 

simply to maximize share values and not necessarily to manage earnings (Schipper, 1989). 

 

Accruals require that the manager makes valuation estimates and forecasts about intrinsic 

asset value over time, where the degree of discretion is high which leads to higher probability 

to make estimation errors. The typical assets and liabilities that have high discretion and 

therefore require estimates and judgement are, Accounts receivable, Inventory, other current 

assets, property, plant & equipment (PP&E), Accounts or interest payable, Long-term debt, 

Pension liabilities and postretirement benefits (Dechow and Schrand, 2004). 

 

There are not only positive outcomes for companies´ engaging in earnings management. 

There have been cases where it has been discovered that the company has managed earnings 

and it has had an effect on stock price. At the initial announcement of the earnings 

manipulation stock prices decline on average by nine percent (Dechow et al., 1996). There 

are also other negative effects that follow the announcement of earnings manipulation. 

2.3 Agent-principal theory 

In 1976, Jensen and Meckling introduced the agency-principal theory (Jensen and Meckling, 

1976). The agency relationship is defined as “a contract under which one or more persons 

(the principals) engage another person (the agent) to perform some service on their behalf 

which involves delegating some decision making authority to the agent” (Ibid). The 
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shareholders in a company are therefore the principal and the executives or the CEO would 

be the agent. The agent is assumed to act in a manner that maximizes his own gain and the 

principals want to maximize their own gain, the problem arises from asymmetric information. 

The executives in a company are expected to possess information about the company that the 

shareholders are not aware of and the executives could then use this information for their own 

gain (Eisenhardt, 1989). To reduce the risk of agents using information on the expense of 

shareholders there are different ways to monitor the agent which results in costs for the 

principal (Jensen & Meckling, 1976). Since the board of a company are appointed by the 

shareholders they have some of the responsibility of monitoring the agents. 

 

As discussed earlier, in Swedish companies, the board have a strong position in the company 

because the members of the board often consist of the same people owning the company. The 

responsibility of monitoring the agent could therefore be seen to be greater in the boards of 

Swedish companies. In order to reduce monitoring costs companies offer incentives to the 

agent to act in a way that is in line with the need of the principals (Ibid). These incentives are 

often in the form of compensation with a variable pay clause to the agent. A study made by 

Shleifer and Vishny (1997) show that the use of incentive programs is lower in companies 

with high owner concentration, like in Sweden, since they have more control over the 

company than a company with many owners. 

2.3.1 Incentives 

Incentive programs are used by companies to reward their managers and other employees in 

relation to how well the company is doing. For many years the literature on executive 

compensation has argued that the CEO compensation should be aligned to firm performance. 

In the aftermath of the financial crisis there was a lot of discussion amongst politicians and 

media that current compensation for CEO’s pushes them to take short-term risk and not 

thinking long-term effects for the company (Cooper et al., 2009). Since earnings management 

affect the company’s earnings it also means that if the company employs an incentive 

program based on company earnings, what is to stop the CEO from not managing these? 

 

There are different types of remuneration that a company gives its employees, the base salary 

which the majority of employees always get, variable pay, benefits, pension, severance pay, 

stock options etc. (Bång and Waldenström, 2009). The problem with base salary is that it 

lacks a motivating factor for the CEO to actually improve his performance or maximize the 
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company's profit since the compensation is the same if it is not realized (Brealey et al., 2014). 

Variable pay is often tied to a certain goal of the company that has to be met by the employee; 

it could be a positive earnings number or growth in other ways. The variable pay could 

consist of cash payments but also in the form of stocks or options, or this could be a separate 

part of the compensation contract given to the employee. The motivation for stocks or options 

is as mentioned earlier to incentivize the CEO to think long term for the company and act in a 

way that increases not only their own wealth but the company´s value. 

 

The most common incentive program in Sweden is that the CEO is given bonus based on part 

of profit, accounting measures or the company's stock price. The size of the bonus payment is 

often limited to maximal share of the base salary, for example 60%. Even though the bonus 

system is the most common one in Sweden, there is an increase in option programs to the 

CEO (Bång and Waldenström, 2009). The reason for this could be the increasing 

globalization and companies adopting similar systems as American companies. In a study 

done by Bryan et al (2006), the compensation in Swedish companies from options and 

restricted stocks only accounted for 3,7% and 0,01% respectively of the total compensation 

given to CEO´s. Comparing this to American CEOs where compensation from options was 

49,4% and from restricted stocks 4%, totalling approximately 53% of total compensation 

(Bryan et al., 2006). Historical information regarding the variable part of the compensation 

for Swedish companies is limited, but in the US Frydman and Saks (2008) show that 

incentive programs disappeared after the depression and have been gradually increasing after 

the war. During the 1960s, a majority of the listed companies CEOs had option programs, 

although not amounting to a significant part of the total salary. When the stock markets in the 

1980s started growing, the variable part of the salary started to increase rapidly. In the 1970s 

the variable pay only amounted to 25% of the total salary, increasing to 80% in 2008 

(Frydman and Saks, 2008). 

 

KPMG (2015) did a study examining the incentive programs proposed by listed Swedish 

companies during 2015. From their results there are 37% of the studied companies that have 

proposed some sort of new incentive program during the period comparing to 2013 where 29% 

did so. The most common incentive program proposed is stocks and options with 50% and 23% 

respectively. Looking at industry, the health sector has really increased their stock incentive 

programs on the expense of option programs. In industrial companies, they have seen a drop 
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in stock programs and an increase in options (KPMG, 2015). In another study done by 

Hallvarsson and Halvarsson (2009) they show that CEO compensation in 23 of the biggest 

Swedish companies only corresponds to a third of comparable European companies during 

2006 to 2008. They also present a big difference in the distribution of base salary and 

variable pay. In Europe, less than a third of the total compensation came from base salary, 

while in Sweden the base salary stands for more than two thirds of the total compensation. 

 

According to the agency-principal theory, the most important incentivizing factor is the 

compensation. This is wrong according to Osterloh and Frey (2002), they stress that 

compensation with a high variable share only incentivize the CEO to act in a way that is self-

gaining through the manipulation of performance, which lead to future losses. It is not only 

the extrinsic motivations in form of compensation that drives the CEO´s performance, but 

other intrinsic factors such as doing a task you find to be interesting or the feeling of doing a 

good job. The risk with having compensation based on performance is that it decreases the 

total motivation of the CEO, redirecting his focus from the task to the reward (Osterloh and 

Frey, 2002). When constructing the incentive program, the tasks not given to the CEO is as 

important as the task given. The tasks that are left out of your agreement, but may be implied 

to be undertaken bear the risk of not getting done. A base salary should be enough motivating 

to perform well and in cases where variable pay still is applied, it needs to be closely tied to 

the company's long term goals (Waldenström, 2009).  

2.4 Previous research 

Previous studies have found a relationship between compensation and earnings management. 

Earlier research has focused on bonus part of pay, where newer studies choose to inspect 

stocks and options. We go through findings from previous research to present different 

approaches. The research in earnings management related to CEO compensation often refers 

to the article by Subramanyam (1996) as an argument to study the stock-based compensation 

to the CEO. This study examines if the discretionary accruals are priced by the stock market. 

The study finds that the stock market prices the discretionary accruals and it arises because 

managers improve the ability of earnings to reflect fundamental value. He also finds that 

income smoothing improves the persistence and predictability of earnings and that the 

discretionary accruals contains and communicates information about expected firm 

profitability (Subramanyam, 1996). 
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A study done by Balsam (1998) aims to examine the effect of discretionary accruals on the 

CEO´s compensation. The reason behind choosing to examine the discretionary accruals 

rather than for example a change in accounting method or restructuring of it, is because 

changes from the latter have to be disclosed in the reports while the discretionary accruals 

include estimates and transactions which do not have to be disclosed and is not easy to 

estimate. The logic behind looking at compensation as variable for discretionary accruals is 

that accounting income as a measure is not perfect. In cases where the compensation to the 

CEO is based on the reported income of the company, then the CEO can increase his 

compensation by increasing reported accounting income. One has to believe that if managers 

know they can increase their compensating by increasing this income, there is an incentive to 

adopt income-increasing accounting policies (Balsam, 1998). 

 

Balsam (1998) hypothesised that “the use of income increasing discretionary accruals 

increases compensation” and to test this he calculates discretionary accruals using the Jones 

(1991) model. Balsam then provided a regression equation using the cash compensation as 

the dependent variable, and the independent variables operating cash flow (OCF), Non-

discretionary accruals (NDA) and Discretionary accruals (DA). Balsam then continues to 

add multiple independent variables to further pinpoint the components affecting the 

compensation. Balsam found that discretionary accruals do affect the compensation given to 

the CEO and it appears that managers are able to increase their own compensation by 

engaging in this form of earnings management. He also finds that negative discretionary 

accruals have a smaller effect on compensation (Balsam, 1998).  

 

Looking more closely on the compensation part of CEO pay, Bergstresser and Philippon 

(2005) assessed whether the increasing use of accruals is related to the increase in stock-

based CEO compensation. They narrow it down to focusing on a part of the CEO 

compensation and how that relates to the use of accruals. The authors use the Modified Jones 

model to calculate total accruals and estimate the discretionary accruals. They then construct 

a measure for the equity-based incentives, measured by the dollar change in the value of a 

CEO´s stock and options holdings that would come from a one percentage point increase in 

the company stock price (Bergstresser and Philippon, 2005). By using this measure they 

calculate the variable. It is meant to capture the share of a CEO´s total compensation that 

would come from a one percentage point increase in the value of the equity of his or her 

company (Ibid).The authors find evidence that CEO´s who have their overall compensation 



11 
 

more sensitive to the company share prices will exercise higher levels of earnings 

management. They observe that periods with high accruals coincide with CEO´s exercising 

their options and unloading of shares (Ibid).  

 

Similar to Bergstresser and Philippon (2005), Burns and Kedia (2006) studies the effect of 

CEO compensation on misreporting, focusing on the effect of stock options on earnings 

management (Burns and Kedia, 2006). In their results they find that CEO´s of companies 

who manage their earnings exercise more of their options than those who don´t. The total 

compensation is also higher for these companies but they do not find that salary and bonus 

have an impact on earnings management. For other components of CEO compensation such 

as, equity, restricted stock, long term incentive payout, there is also no effect on the use of 

discretionary accruals. 

 

Cheng and Warfield (2005) examine the relation between equity incentives, in the form of 

stock-based compensation and stock ownership, and the manager's future trading and 

earnings management. By examining how CEOs report earnings that either meet the forecasts 

or beat the forecasts they examine if managers with high equity incentives relates to earnings 

management. In the results they find that managers with high equity incentives tend to meet 

or just beat the forecasts, at the same time the CEOs with consistently high equity incentives 

tend to not report earnings that are much higher than expected, consistent with income 

smoothing (Cheng and Warfield, 2005). They control for other variables that may influence 

the discretionary accruals based on prior research. The overall results show that the incentives 

for earnings management increase with the use of stock-based compensation. 

 

Healy (1985) aims to provide a more complete picture of how bonus contracts affect the 

accounting procedure. Healy finds that bonus schemes incentivize managers to make 

accounting choices that benefits themselves. Executives manage accruals to maximize bonus 

payments and he also finds that managers that have bonus plans with a binding upper or 

lower bound use income-decreasing accruals and income-increasing accruals when the 

bounds are not binding (Healy, 1985). This means that if a manager has a bonus plan that can 

only amount to a certain number, when this number is realized, the manager decreases 

accruals in order to lower future expected earnings and to make it more possible to reach next 

year’s goal. In contrast to the findings of Healy (1985), Dechow, Sloan and Sweeney (1995) 

find no evidence that managers are more likely to manipulate earnings in order to obtain a 
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larger bonus. They also find no evidence of managers manipulates earnings to sell their 

stocks at a higher price (Dechow et al., 1995). 

The focus on a specific part of the total compensation given to the CEO leads to the creation 

of our hypothesis: 

H0: There is no relationship between discretionary accruals and different levels of 

variable pay in proportion to total compensation 

H1: There is a relationship between discretionary accruals and different levels of 

variable pay in proportion to total compensation 
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3 Method 

This chapter presents the selection of method to be used in the study and the variables in the 

models are described. It will also present the process of gathering data and determination of 

the sample to be studied. 

3.1 Selection of method 

To study the relationship between variable pay and the use of earnings management a model 

needs to be selected in order to define what earnings management consists of. In this paper, 

the discretionary accruals are used as a measure of earnings management. This measure is 

often used by previous research that analyse earnings management, and models predicting the 

discretionary accruals range from simple ones that treat discretionary accruals as total 

accruals, to those who try and separate total accruals into discretionary and non-discretionary 

accruals (Dechow et al., 1995). There are some older models that measure the non-

discretionary accruals as the previous year’s total accruals, for example the DeAngelo model 

(1986). The problem is that if non-discretionary accruals change every period then the model 

will measure them with error, it is unlikely that the assumption of constant non-discretionary 

accruals is empirically descriptive (Dechow et al. 1996). There are economic circumstances 

that influence the non-discretionary accruals that will not be captured by the model and 

inflate standard errors due to the omission of relevant variables (Kaplan, 1985). 

 

The most common model used in research about earnings management is the Jones model 

(1991) and the Modified Jones model (1995) (Peasnell et al., 2000). In this study we will in 

line with previous research use the Modified Jones model to estimate discretionary accruals. 

Findings from other studies show that the discretionary accruals are measured by the Jones 

model and the Modified Jones model with imprecision (Ibid). Peasnell et al. (2000) develop a 

new model for estimating the discretionary accruals called “The margin model”, which 

differs from the other models in that the drivers of normal accruals are derived from a formal 

model linking sales, accruals and earnings (Ibid). However, the Modified Jones model 

detected manipulations in revenue and bad debt better than the margin model (Peasnell et al., 

2000). Even though there are newer models to measure the discretionary accruals by, the 

Modified Jones model is still the one that has been most used in previous research and we 

will use this model in this study. The method of this study aims to capture how variable pay 
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influences discretionary accruals and to examine this we use a quantitative method to test our 

hypothesis which is in line with most of previous research in the area. The data needed is 

gathered from companies’ annual reports and different databases such as Thomson Reuters 

Datastream and Retriever Business. When estimating the non-discretionary accruals, 

knowing the total accruals, the rest consists of the discretionary accruals.  

𝐷𝐴𝑡 = 𝑇𝐴𝑡 − 𝑁𝐷𝐴𝑡   (1) 

3.2 Modified Jones Model 

The most widely used model to determine earnings management is the Modified Jones model 

(Dechow, et al., 1995). By using regression we can determine the amount of discretionary 

accruals as a measure of earnings management. Since discretionary accruals are unobservable, 

models have been developed by researchers to provide an estimate of them (Balsam, 1998). 

In researching earnings management, findings shows that the Modified Jones model is used 

in numerous papers and is considered to be a reliable model to estimate discretionary accruals 

(Balsam, 1998; Bergstresser and Philippon, 2005; Dechow et al., 1995). The Modified Jones 

model is an updated version of the original Jones model that assumes revenues are non-

discretionary, and in cases where the company exercises earnings management through 

revenues, the Jones model recognizes the estimate of earnings management to be biased 

towards zero (Dechow et al., 1995). Jones recognised the limitation in her model, hence the 

Modified Jones model that assumes that the changes in credit sales in the event period results 

from earnings management. The reason behind this assumption is that it is easier to 

manipulate the revenue on credit sales than it is from cash sales. If the modification in this 

model based on this assumption is true, the bias towards zero should no longer exist (Dechow 

et al., 1995). To estimate the non-discretionary accruals we use the following estimation 

model: 

TAit/Ait-1 = α1t[1/Ait-1]+ α2t[(ΔREVit – ΔARit)/ Ait-1] + α3t[PPEit/ Ait-1]+εit (2) 

where, 

TAit = Total Accruals for company i at time t.  

Ait-1 = Total Assets at year t-1 

ΔREV = Change in Total revenues 

ΔAR = Change in Accounts receivable 
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ΔREVit – ΔARit = change in cash-basis revenues 

PPEit = property, plant and equipment 

εit = Error term 

 

Total accruals are calculated as the difference between earnings and cash flows from 

operations. 

𝑇𝐴𝑖𝑡 =  ∆𝐶𝐴𝑖𝑡 −  ∆𝐶𝐿𝑖𝑡 −  ∆𝐶𝑎𝑠ℎ𝑖𝑡 + ∆𝑆𝑇𝐷𝑖𝑡 − 𝐷𝑒𝑝𝑖𝑡   (3) 

TAit = Total Accruals  

ΔCAit = Change in current assets 

ΔCLit = Change in current liabilities 

ΔCashit = Change in cash and cash equivalent 

ΔSTDit = Change in debt included in the current liabilities 

Depit = Depreciation and amortisation expense 

 

From the Modified Jones model we estimate the non-discretionary accruals, and with the 

expected value for each company we use this when we estimate equation 2 where the 

difference between the real and expected value, the error term, are the discretionary accruals.  

3.3 Time-series & Cross-sectional methods 

When using the Jones model there are some different approaches, one of which is the time-

series method and the other the cross-sectional method. The time-series model is used in the 

original Jones and Modified Jones models (Bartov and Gul, 2000). The time-series model 

makes estimations of non-discretionary accruals on the basis of the whole time period, which 

makes samples of discretionary accruals not reflecting the fact that discretionary accruals can 

change over time (Ibid.). 

The cross-sectional method accounts for the fact that discretionary accruals might be a result 

of the uncertainty of estimating accruals for a specific industry. Therefore, the Jones model is 

run over every industry and year separately.    

 

In this study we choose to use the cross sectional method due to the fact that we do not have 

sufficient data for a 10 year time-series analysis. Also this also allows us to control for 

discretionary accruals and how they differ in the industries from year to year. 
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3.4 CEO compensation model 

To test for the relationship between variable pay and the use of earnings management, a 

regression is developed based on previous research. We choose to call this the "CEO 

Compensation Model". In this model we use the absolute value of discretionary accruals 

since we are only interested in the magnitude of earnings management present in line with 

previous research. 

𝐴𝐵𝑆𝐷𝐴𝑖𝑡 = 𝑎0 + 𝑎1(𝑉𝑎𝑟𝑃𝑎𝑦 ≤ 15%) +  𝑎2(> 15% 𝑉𝑎𝑟𝑃𝑎𝑦 ≤ 25%) + 𝑎3(𝑉𝑎𝑟𝑃𝑎𝑦 > 25%)

+ 𝑎4(𝑆𝐼𝑍𝐸) + 𝑎5(𝐼𝑛𝑐𝑒𝑛𝑡𝑖𝑣𝑒𝑠) + 𝑎6(𝐿𝑒𝑣𝑒𝑟𝑎𝑔𝑒) + 𝑎7(𝑅𝑂𝐴) 

Where, 

ABSDA = the absolute value of discretionary accruals 

(VarPay <15%) = Companies where variable pay is between 0 and 15%, 1 if variable pay is 

less than 15%, 0 otherwise. 

(>15% VarPay ≤25%) = Companies where variable is between 15 and 25%, 1 if variable 

pay is between 15 and 25%, 0 otherwise 

(VarPay > 25%) = Companies where variable pay is more than 25%, 1 if variable pay is 

more than 25%, 0 otherwise 

Control Variables: 

SIZE = Firm size (measured by ln(total assets)) 

Leverage = Total debt divided by total assets 

ROA = Return on assets, Net income divided by Total assets 

Incentives = Stocks and options, 1 if incentives exist, 0 otherwise 

We estimate the coefficients for each industry and year separately and in the CEO 

compensation regression we pool the sample for years 2011-2014.  

(4) 
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3.4.1 Additional models  

Our main model use grouping of variable pay to analyse the difference between levels of 

compensation, but to get an idea of the effect of total compensation and variable pay as a 

nominal value leads us to add a couple of additional models.  

 

The model that uses total compensation is a modified equation that was used in Balsam, 

(1998), where he investigates how non-discretionary and discretionary accruals affect cash 

compensation. In our model we look at total compensation as a dependent variable and use 

non-discretionary and discretionary accruals as independent variables combined with our 

control variables for leverage (LEV), Incentives and return on assets (ROA).   

𝑇𝑜𝑡𝑎𝑙 𝐶𝑜𝑚𝑝 =  𝑎0 + 𝑎1𝐷𝐴 +  𝑎2𝑁𝐷𝐴 + 𝑎3𝐼𝑛𝑐𝑒𝑛𝑡𝑖𝑣𝑒𝑠 + 𝑎4𝐿𝐸𝑉 + 𝑎5𝑅𝑂𝐴 + 𝑎6𝑆𝐼𝑍𝐸 (5) 

Dependent variable:  

Total comp. = the total compensation given to the CEO   

 

Independent variables:  

DA = Discretionary accruals  

NDA = Non-discretionary accruals  

 

Control variables:   

SIZE = Firm size 

Incentives = Stocks and options, 1 if incentives exist, 0 otherwise  

 

Leverage = Total debt divided by total assets  

ROA = Return on assets, Net income divided by Total assets 

 

The other model we use is not a grouped model for variable pay, but rather using the nominal 

value to see if there is a difference in significance when compared to the logistic variables 

used in the main model.  This model uses absolute discretionary accruals as a dependant 

variable and uses variable pay and incentives as independent variables. The model also 

includes control variables for leverage (LEV), and return on assets (ROA). 

𝐴𝐵𝑆𝐷𝐴 = 𝑎0 +  𝑎1𝑉𝑎𝑟𝑃𝑎𝑦(%) + 𝑎2𝐼𝑛𝑐𝑒𝑛𝑡𝑖𝑣𝑒𝑠 + 𝑎3𝐿𝐸𝑉 + 𝑎4𝑅𝑂𝐴 + 𝑎5𝑆𝐼𝑍𝐸  (6) 
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Dependent variable:  

ABSDA = The absolute value of discretionary accruals  

 

Independent variable:  

VarPay (%) = the variable pay measured in proportion to total compensation  

 

Control Variables:  

SIZE = Firm size 

Incentives (%) = the amount of incentives measured in proportion to total compensation  

LEV = Total debt divided by total assets  

ROA = Return on assets, Net income divided by Total assets 

3.4.2 Variables 

The dependent variable, Absolute discretionary accruals, is as previously stated estimated 

from the Modified Jones model. The use of absolute discretionary accruals is motivated from 

previous research since earnings management involves both positive and negative values of 

accruals (Bergstresser and Philippon, 2005). To test for our hypotheses saying, There is no 

relationship between discretionary accruals and variable pay in proportion to total 

compensation, dummy variables for variable pay are introduced. Since the aim of the study is 

to examine whether higher variable pay would influence discretionary accruals, different 

levels of variable pay as dummies are used in the model.  

To divide the variable pay into ranges we observed an average value of 18,2 % of variable 

pay in the dataset spanning 2011-2014 and constructed an interval with magnitude 5 % after 

rounding off the average variable pay to 20%. Then we also accounted for the fact that some 

companies do not have any variable pay compensation for their CEO’s, giving us the spans 

0%, 0%< Variable pay <15%, 15% < Variable pay <  25% and Variable Pay > 25%.  

 

The variable Incentives will also be included in the regression since this is considered in a lot 

of the previous research as the main driver of discretionary accruals, and CEOs with high 

incentive take more income increasing discretionary accruals (Cheng and Warfield, 2005; 

Bergstresser and Philippon 2005). This variable will be a dummy taking a value of 1 if the 
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company have an incentive program and 0 otherwise. We define incentives as compensation 

in the form of stocks and options.  

 

In line with previous research saying there are other factors influencing discretionary accruals 

there will be control variables to explain what the independent variables don´t. Control 

variable are used to increase the validity of the study (Bryman and Bell, 2013).  In Cheng and 

Warfield (2005) they use SIZE as a control variable and in Balsam (1998) among other 

variables, operating cash flow (OCF) is used. In our model, SIZE and the Leverage of the 

company is introduced as control variables, this is motivated by previous research of Defond 

and Park (1997) finding that Leverage is associated with discretionary accruals. Return on 

assets (ROA) will also act as a control variable in line with Kothari et al. (2005) who found 

this to be a good measure of how the performance of the company affects wrong estimates in 

accruals.  

3.5 Sample formation & Data sources 

All of the data needed from companies to run regressions are gathered from Thomson Reuters 

DataStream. The data needed is: 

● Current Assets 

● Total Assets 

● Net Receivables 

● Total debt 

● Cash 

● Property, Plant & Equipment 

●  Net sales or revenues 

● Current liabilities 

● Depreciation & amortization 

 

By using DataStream these variables will automatically be gathered and for companies where 

data is not available, they will be eliminated from the study. We will collect information 

spanning four years, 2011-2014. The companies will then be divided by industry and be 

assigned an industry code (ICB) that is used by NASDAQ OMX. This data will provide basis 

for our study.  

 

Information about compensation to the CEO of each company is manually collected from the 

annual reports published on the companies’ website or through Retriever business. Where 

annual reports or information about compensation cannot be obtained, the companies will be 
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excluded from the sample. Compensation for each year, 2011-2014 will be divided by 7 

categories:  

 

● Total compensation 

● Base salary 

● Variable Pay 

● Benefits 

● Incentive program (Stocks & options) 

● Pension 

● Other 

 

Since it is the proportion of variable pay to total compensation that is the important factor, we 

will not be considering the currency reported in each annual report, we will however make a 

note of the currency reported for further studies. 

3.5.1 Samples 

A lot of studies have been done on American companies but less so has been done in the 

Swedish market, this paper will include companies registered at Large Cap and Mid Cap. In 

Large Cap, companies with a market capitalisation value of over 1 billion euro are 

represented and in Mid Cap the companies represented has a market capitalisation value 

between 150 million and 1 billion Euro. The starting sample consists of 264 companies; 

however after picking out the variables needed the remaining sample was 87 companies. 

 

Following the selection process of both company data and information about compensation 

the final sample consists of 80 companies for 2011 and 79 for 2012-2014. In table 1 we 

describe the selection process. Two of the industries (Oil & Gas, Telecommunication) 

provide only a few observations which leads to insufficient results.  
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Table 1. Selection process  

 

Sample 

 

 

2011 

 

2012 

 

2013 

 

2014 

 

Total 

   

 

Input Large & Mid Cap 

 

264 

 

264 

 

264 

 

264 
    

 

Missing data/Excluded from sample 

 

177 

 

177 

 

177 

 

177 
    

 

Compensation data missing/Excluded from sample 

 

7 

 

8 

 

8 

 

8 
    

 

Final Sample 

 

80 

 

79 

 

79 

 

79 
 

317 

   

 

3.5.2 Validity 

Previous research in this area is made on the American markets and by using regression 

models different from ours. However, our regression is based on previous research and by 

methods used in that research to ensure that our study will fulfil its purpose (Bryman & Bell, 

2013). By manually collecting and controlling each variable of the compensation, and using 

data from a standardized database, the validity of the study will increase (Ibid). There is 

however other factors that our model won’t include that can explain differences in 

discretionary accruals and that can affect the validity of this study. Also the results of 

discretionary accruals from the Modified Jones model are estimates and an in depth study and 

analysis of one company could be more detailed, however not generalizable.  

3.5.3 Reliability 

In our study, the way in which we have operated is clearly described and motivated to 

support the probability of replication in further studies. In order for a study to be considered 

reliable it has to be considered being replicable and obtain the same results find in our study 

(Bryman and Bell, 2013). In our case, the reporting of compensation differs between 

companies and a certain degree of interpretation has to be made, the reliability of this study 

could suffer from this and also the extent of our research, spanning four years, could be 

extended for more significant and reliable results.  
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3.6 Limitations 

In this study we investigate variable pay as a dependent variable and limit the dataset to only 

cover companies listed on Nasdaq's Mid and Large cap (Stockholm). There are also some 

limitations to the outcome of the study, since there are many factors that can affect earnings 

management, which is beyond the scope of this study.  This study focuses on how earnings 

managements relationship to the variable part of CEO compensation. Limitations to the 

model are the fact that it estimates discretionary accruals and the equation may not capture all 

relevant drivers of this. To really capture the discretionary accruals, an internal audit of a 

company where you in depth analyse the company at multiple levels could be more accurate, 

but not generalizable for all firms in that industry. In this study we want to examine the 

pattern between discretionary accruals and variable pay, and to do this the Modified Jones 

model´s estimates is more efficient and generalizable than focusing on only one company.  
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4 Empirical results 

The chapter presents descriptive statistics of compensation and also the results from the 

Modified Jones model as well as our model for determining how variable pay is related to 

discretionary accruals. 

4.1 Descriptive Statistics 

Modified Jones model 

From the data we collected the regression identified the discretionary accruals for companies 

per industry for each year. From the Jones model regression as presented in Appendix A, the 

discretionary accruals for year 2011 have a mean of -0.00479. Since the discretionary 

accruals this year take a negative value this indicates that the 80 companies observed, on 

average, has exercised an income decreasing form of earnings management. The negative 

discretionary accruals observations during the year will bring down the mean of this variable 

and by introducing the absolute value, which will be important for further regression, the 

absolute use of earnings management is identified. The values for absolute discretionary 

accruals will be used in our regression model following this chapter. The following year we 

observe change in the mean of discretionary accruals, taking a negative value of -0.00436, 

and where the 79 companies observed have decreased their income using discretionary 

accruals. From this value we can observe that companies on average has managed earnings 

slightly less this year than previous year even if the value of the mean of discretionary 

accruals is negative. Observing years 2013 and 2014, the use of earnings management 

through discretionary accruals seems to decline. The mean of discretionary accruals 2013 

takes a value of -0.0013, less than that of 2012, and 2014 a value of -0.0009 which is even 

less.  

By splitting the discretionary accruals up by industry we can observe what industry uses the 

most discretionary accruals. In Table 2 the results show that companies in the Healthcare 

industry have the largest amount of discretionary accruals followed by Consumer goods 

industry. These values represent the average of Absolute discretionary accruals providing a 

picture of industries where earnings management is present. As seen in the table, there are 

two industries displaying 0 in absolute discretionary accruals due to lack of observations in 

these industries which leads to insufficient results.  
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Table 2. Average of absolute discretionary accruals, by year and industry. 

 

 

 

 

 

 

 

 

 

 

 

 

CEO Compensation  

Table 3 shows the descriptive statistics for our parameters gathered in the executive 

compensation dataset aggregated over all companies (Large Cap and Mid Cap).  The average 

base salary for the years 2011-2014 of the observed companies are in the range 53% - 56%  

of the total compensation and the variable pay is in the range of 17% - 19% of total 

compensation over the years 2011-2014.  

Table 3: Descriptive statistics of CEO Compensation. Average values for all companies 

 

 

Compensation 

 

 

2011 

 

2012 

 

2013 

 

2014 

 

Total 

   

Base Salary (%) 54% 55.6% 55.8% 53% 54.6%    

Variable pay (%) 19% 17% 17.4% 19.36% 18.20%    

Benefits (%) 1.44% 1.61% 2.2% 2.22% 1.87%    

Incentives (%) 4.11% 3.24% 4.74% 6.28% 4.59%    

Pension (%) 19.24% 20.34% 18.87% 18.23% 19.17%    

 

There has been a growth in the portion of incentives given to the CEO’s between 2012 and 

2014. The incentives for 2012 had a mean of 3.24% in proportion to total compensation, 

 

Industry 

 

 

2011 

 

2012 

 

2013 

 

2014 

 

Total 

 

Basic Materials 1.29% 14.04% 3.64% 3.88% 5.71%  

Consumer Goods 11.49% 10.26% 5.55% 9.97% 9.37%  

Consumer Services 6.74% 6.36% 2.07% 3.29% 4.62%  

Financials 0.92% 1.91% 3.81% 3.04% 2.42%  

Health Care 8.88% 14.55% 12.90% 24.28% 15.15%  

Industrials 8.98% 6.69% 7.06% 7.64% 7.59%  

Oil & Gas -- -- -- -- --  

Technology 1.63% 4.1% 5.43% 5.81% 5.24%  

Telecommunications -- -- -- -- --  
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while during the years 2013 and 2014 an increase is observed in the mean of incentives of 

1.51% and 1.53% respectively. The variable pay have not been growing year to year but 

actually declined between 2011 and 2013 only to increase again in 2014. We may see a trend 

in an increasing share of variable pay given to the CEOs, this could be interesting to follow 

up on in a couple of years. The mean of the benefits in the companies observed have steadily 

been growing from 1.44% in 2011 to 1.61% in 2012 to 2.2% in 2013 to 2.22% in 2014. After 

observing the variable pay for companies in each industry, results from table 4 show that the 

variable pay are highest for companies in the oil & gas industry, however there are only two 

companies observed in this industry. Companies in the healthcare industry and consumer 

goods each have an average variable pay of 19%. 

Table 4. Average variable pay for each industry 

 

 

Industry 

 

 

2011 

 

2012 

 

2013 

 

2014 

 

     Total 

Basic Materials 13% 15% 12% 8% 12% 

Consumer Goods 23% 13% 16% 23% 19% 

Consumer Services 17% 14% 18% 21% 18% 

Financials 15% 14% 20% 22% 18% 

Health Care 25% 16% 19% 17% 19% 

Industrials 17% 18% 16% 20% 18% 

Oil & Gas 38% 51% 35% 15% 35% 

Technology 17% 23% 20% 27% 22% 

Telecommunications 22% 7% 14% 1% 11% 

 

This is interesting because the results from the Modified Jones model show that companies in 

the healthcare and consumer goods industry also have the highest discretionary accruals 

suggesting a relationship between the industries with high discretionary accruals and high 

variable pay. Although this may only be a coincidence, the results from our regression will 

show if there actually is any relation between the variables.  
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In Figure 1 we show how absolute discretionary accruals have developed during 2011-2014 

and also how variable pay have developed during the same period. Between 2011 and 2012 

the discretionary accruals increased while the variable pay decreased. Only between 2013-

2014 are they moving in the same direction. They have not moved in the same direction for 

most of these years displaying a non-relationship between variable pay and earnings 

management. But to test the relationship between these variables we show in our next chapter 

the results from our regression.  

Figure 1. Development of Absolute Discretionary accruals and variable pay  

 

4.2 Multivariate analysis/ Regression results 

From the Modified Jones model we derive earnings management/discretionary accruals to 

look for the relationship to our chosen variables. The regression represents companies and 

variables for the span of 2011-2014 in our dataset. The dependent variable discretionary 

accruals are modeled with the independent variables shown in Table 5.  

The model has a R-squared of 0.030 and therefore has a low explanatory power of 

representing absolute discretionary accruals. The dummy variables for ranges of variable pay 

(VarPay) all have a non-significant coefficient which indicates no relation to the dependent 

variable. In the dummy variable VarPay (0-15%) we have a coefficient of 0,003, this is then 

followed by the VarPay (15-25%) which has a coefficient of -0.002. Finally we have the 

VarPay (+25%) variable with a coefficient of 0.011. None of these values are statistically 

0

0.05

0.1

0.15

0.2

0.25

2011 2012 2013 2014

Series1 Series2Absolute discretionary accruals Variable pay 



27 
 

significant but we can observe that companies with variable pay between 0-15% have the 

most impact on discretionary accruals of our variables. This result is not in line with our 

expectations of the higher the variable pay, the higher discretionary accruals. The poor results 

from the model could be explained by not providing enough data and companies during each 

year and industry. 

 

Table 5. Regression results – CEO compensation model 

R-squared 0.030 

 

 

 

 

 

 

 

 

 

 

 

In equation 6 displayed in table 6 the regression was used as a complementary tool for 

analysis and with the purpose of deriving any further information about the variable pay 

structure. In this regression we only measure the variable pay, not divided into groups by size, 

and the control variables ROA and LEV. The model do not provide a higher R-Squared value 

which amounted to 0.032, which makes sense since the variable comes from the same domain 

as the previous regression. The coefficients for the regression were all nonsignificant as in the 

previous regression, which is to be expected. For the Variable pay (%) variable we had a 

coefficient of -0.026.  The coefficients for the control variables ROA, LEV, Incentives and 

SIZE was -0.009, 0.065, -0.055 and -0.005 respectively. 

 

 

 

Variables 

 

 

Coefficient 

 

Std. error 

 

Sig. 
    

 

VarPay <15% 

 

0.003 

 

0.015 

 

0.835 

    

 

>15% VarPay ≤25% 

 

-0.002 

 

0.014 

 

0.881 

    

 

VarPay > 25% 

 

0.011 

 

0.014 

 

0.435 

    

 

Incentives 

 

0.006 

 

0.011 

 

0.574 

    

 

ROA 

 

-0.008 

 

0.008 

 

0.304 

 

    

LEV 

 

SIZE 

0.076 

 

-0.006 

0.035 

 

0.003 

0.033 

 

0.060 
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Table 6. Regression results – Variable Pay, Nominal Model 

 

R-squared 0.032 

 

 

 

 

 

 

 

In another attempt of finding a relationship between our variables, we use a model similar to 

that of Balsam (1998), where we swap the dependent variable Absolute discretionary accruals 

to Total compensation which includes base salary, variable pay, benefits, incentives and 

pension to examine if the relationship is the opposite to our hypotheses. Running the 

regression provides a much better R-squared of 0.418 but no significance is found in the 

independent variable at a 5% level, except for Incentives and SIZE as seen in table 7. 

Table 7. Regression results – Total Compensation Model 

 

R-squared 0.454 

 

  

 

Variables 

 

 

Coefficient 

 

Std. error 

 

Sig. 

Variable pay (%) -0.026 0.031 0.413 

ROA -0.009 0.008 0.224 

LEV 0.065 0.035 0.061 

Incentives (%) 

 

SIZE 

 

-0.055 

 

-0.005 

0.047 

 

0.003 

0.243 

 

0.093 

 

Variables 

 

 

Coefficient 

 

Std. error 

 

Sig. 

Discretionary accruals -1486609 3358102 0.658 

Non-discretionary accruals -1655763 3191257 0.604 

Incentives 4217672 855747 0.000 

LEV 2862207 2757141 0.300 

ROA 587910 599081 0.327 

  

SIZE 3011361 234428 0.000 
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5 Discussion & Conclusion 

The results from our regression are not statistically significant and we cannot use the results 

to generalize. In our attempt to find a relationship between variable pay and discretionary 

accruals, the null hypothesis could not be rejected. We observe that the variable pay in 

Swedish companies, at least for some industries, are not a driving factor for manipulation of 

earnings. As discussed in the agency-principal theory companies in Sweden have a high 

concentration of ownership, with the company owners on the board. The monitoring on the 

CEO from the board has shown to be greater in such companies and could explain our results 

of poor relationship. For future research you should partition the companies into concentrated 

and non-concentrated to test for the relationship between this assumption. The CEO´s in 

Swedish companies may not see variable pay as an incentive to manipulate earnings, rather as 

an incentive to perform well and think long-term for the company. When the CEO have clear 

and distinct goals and tasks which could come from a company with high owner 

concentration, the intrinsic motivation could be more incentivizing than the extrinsic 

motivation of variable pay. The results are not in line with most of the previous findings 

where variable pay or some other form of incentive programs is related to discretionary 

accruals. However it is in line with the results from Dechow et al. (1995) who found no 

evidence of managers are more likely to manipulate earnings in order to obtain a larger bonus. 

Although our findings don’t indicate with statistical significance that CEOs don’t manipulate 

earnings for personal gain, the need for this study to be more widely applied to Swedish 

markets is still important. Most of previous research is done focusing on American 

companies. The quantity of these studies and the nature of compensation in American 

companies could be the reason for our lack of significant findings. Comparing Swedish 

companies to American or even other European companies, the share of variable pay to total 

compensation is much lower in Sweden which may also be a result of a higher owner 

concentration in Sweden.  

 

The fact that Swedish companies in a larger capacity propose stocks and options as incentive 

programs is interesting because this could eventually affect the earnings management in a 

negative way. As previous research has shown there are strong relationships between 

incentive programs using stocks and options, and discretionary accruals. A future study 

should be done in a couple of years time to ascertain if the increasing use of options in 
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companies influence the use of discretionary accruals. We believe that our study can be used 

as a comparing result to future findings. 

 

Our study examines the relationship between the CEO’s variable pay and discretionary 

accruals. A reason explaining our results from the regression could be the fact that it is not 

the CEO who is the main practitioner of earnings management. The manipulation of earnings 

could be initiated at lower levels in the company with or without the CEO’s knowledge. 

Where the CEO lacks knowledge about the manipulation and reports numbers he believes to 

give a correct image of the company he would not actively seek the potential increase in 

salary and the relationship to discretionary accruals would be insignificant.  An internal audit 

investigating each company could determine the part(s) of the company where discretionary 

accruals are initiated. For future research, known cases of earnings manipulation could be 

examined in detail, focusing only on one or a couple of companies, and investigate the 

relationship between variable pay and discretionary accruals.  
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Appendix A – Descriptive statistics of results from 

Modified Jones model 

 

Year Discretionary 

accruals 

(Mean)  

Standard 

deviation 

(Discretionary 

accruals)  

Median 

(Disc. Acc.) 

Absolute 

discretionary 

accruals 

(Mean) 

Standard 

Deviation 

(Absolute 

disc. Acc.)  

Median 

(Absolute 

disc. Acc.) 

2011 -0.0047932 0.11189923 

 

-0.0022653 0.07085278 

 

0.08637732 

 

0.04018973 

 

2012 -0.0043572 

 

0.1073143 

 

3.4694E-18 

 

0.07646828 

 

0.07492144 

 

0.05459011 

 

2013 -0.0013622 

 

0.11518666 

 

-2.776E-17 

 

0.07106159 

 

0.09048485 

 

0.0452328 

 

2014 -0.0009044 0.11589587 

 

0 

 

0.07126703 0.09121553 

 

0.04457398 

 

 

 

 


