Available online at www.sciencedirect.com

SCIENOE@DlnEcTo JOURNALOF

Accounting
& Economics

www.elsevier.com/locate/jae

ELSER Journal of Accounting and Economics 40 (2005) 3-73

The economic implications of corporate
financial reporting ™

John R. Graham?, Campbell R. Harvey®®™*, Shiva Rajgopal®

#Duke University, Durham, NC 27708, USA
®National Bureau of Economic Research, Cambridge, MA 02138, USA
©University of Washington, Seattle, WA 98195, USA

Received 9 April 2004; received in revised form 9 September 2004; accepted 13 January 2005
Available online 15 September 2005

"We thank the following people for suggestions about survey and interview design: Sid Balachandran,
Phil Berger, Robert Bowen, Larry Brown, Shuping Chen, Hemang Desai, Julie Edell Britton, Gavan
Fitzsimons, Michelle Hanlon, Frank Hodge, Jim Jiambalvo, Bruce Johnson, Jane Kennedy, Lisa Koonce,
S.P. Kothari, Mark Leary, Baruch Lev, Bob Libby, John Lynch, John Martin, Dawn Matsumoto, Ed
Maydew, Jeff Mitchell, Mort Pincus, Jim Porteba, Avri Ravid, Brian Turner, Terry Shevlin, Doug
Skinner, K.R. Subramanyam, and especially Mark Nelson. We have also benefited from useful discussions
with Michael Jensen. A special thanks to Chris Allen, Cheryl de Mesa Graziano, Dave Ikenberry, Jim
Jiambalvo and Jennifer Koski, who helped us administer the survey and arrange some interviews. Mark
Leary provided excellent research support, Andrew Frankel provided editorial assistance, Dorian Smith
provided graphics assistance, and Tara Bowens and Anne Higgs provided data entry support. We thank
Charles Lee (the referee), Doug Skinner (the editor), as well as Larry Brown, Brian Bushee, Rob
Bloomfield, Frank Gigler, Chandra Kanodia, S.P. Kothari, Bob Libby, Maureen McNichols, Krishna
Palepu, Gary Previts, Josh Ronen, L. Shivakumar and seminar participants at the 2005 ASSA annual
conference, AAA annual conference, Case Western University, CFO Forum at University of Washington,
University of Chicago, Duke University, 2004 FEA conference at USC, Harvard University, the Forum
on Corporate Finance, University of Minnesota, Q group, University of Southern California, University
of Washington and Yale University for comments. Finally, we thank the financial executives who
generously allowed us to interview them or who took time to fill out the survey. We acknowledge financial
support from the John W. Hartman Center at Duke University and the University of Washington.

*Corresponding author. Duke University, Durham, NC 27708, USA. Tel.: +1919 660 7768;
fax: +19196608030.

E-mail address: cam.harvey@duke.edu (C.R. Harvey).

0165-4101/$ - see front matter © 2005 Elsevier B.V. All rights reserved.
doi:10.1016/j.jacceco.2005.01.002


www.elsevier.com/locate/jae

4 J.R. Graham et al. | Journal of Accounting and Economics 40 (2005) 3-73
Abstract

We survey and interview more than 400 executives to determine the factors that drive
reported earnings and disclosure decisions. We find that managers would rather take economic
actions that could have negative long-term consequences than make within-GAAP accounting
choices to manage earnings. A surprising 78% of our sample admits to sacrificing long-term
value to smooth earnings. Managers also work to maintain predictability in earnings and
financial disclosures. We also find that managers make voluntary disclosures to reduce
information risk and boost stock price but at the same time, try to avoid setting disclosure
precedents that will be difficult to maintain.
© 2005 Elsevier B.V. All rights reserved.
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1. Introduction

We conduct a comprehensive survey that asks CFOs to describe their choices
related to reporting accounting numbers and voluntary disclosure. Our objective is
to address the following questions: Do managers care about earnings benchmarks or
earnings trends and, if yes, which benchmarks are perceived to be important? What
factors motivate firms to exercise discretion, and even sacrifice economic value, to
manage reported earnings? How well do various academic theories explain earnings
management and voluntary disclosure? We triangulate our answers to these
questions with those from analytical and archival empirical research to enhance
our understanding of these issues.

We investigate these questions using a combination of field interviews and a survey
instrument. Using these methods allows us to address issues that traditional
empirical work based on large archival data sources cannot. A combination of
surveys and field interviews enables us to (i) get financial officers to rate the relative
importance of extant academic theories about financial reporting policies;
(i1) discover new patterns of behavior and new explanations for known patterns;
and (iii) highlight stylized facts on issues that are relatively hard to document from
archival data, such as earnings benchmarks, earnings guidance, and the identity of
the marginal investor. Overall, our evidence provides a reference point describing
where academic research and real-world financial reporting policies are consistent
and where they appear to differ.'

'An extensive archival and experimental literature addresses earnings benchmarks and motivations for
earnings management and voluntary disclosures. Papers that summarize this literature include Fields et al.
(2001), Kothari (2001), Healy and Palepu (2001), Dechow and Skinner (2000) and Healy and Wahlen
(1999).
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