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ABSTRACT

Stream of literature on earnings management highlighted managers' opportunistic behavior
to manipulate financial information with the view of extracting numerous unethical benefits.
The purpose of this study is to investigate whether earnings manipulation exists in Sri Lanka
as fabricating earnings which adversely triggers to the economy as a whole. We utilized
Beneish model in our study as this model is a widely accepted, successful and important fraud
sensitive indicator in detecting earnings manipulation under specific accruals method. As the
sample, we considered twenty listed firms from Colombo Stock Exchange (CSE) for the period
of 2013 to 2017 on quarterly basis. Days Receivable Index (DSRI), Gross Margin Index
(GMI), Asset Quality Index (AQI), Sales Growth Index (SGI), Depreciation Index (DEPI),
Sales General and Admin Expense Index (SGAI), Leverage Index (LVGI) and Total Accruals
to Total Asset Index (TATA) were used to calculate the M-Score of the model which determines
the susceptible companies where earnings manipulation could exist. Results, reveals that
earnings manipulation exists in the entities listed on CSE at different degrees based on
financial structure of such companies operating in different sectors. Our findings facilitate
regulatory authorities to enhance effectiveness of standard-setting and monitoring to
eliminate dodges where earnings could be manipulated. In addition, the study contributes to
the knowledge base of academics and policymakers to make effective economic decisions.
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1. Introduction decisions due to the stewardship of
accounting (Amr et ol., ; [ASB, 2018).
Apart from the obove role, financiol
reporting helps best performing companies
to distinguish themselves from the poor
performing componies, hence that
mvestors could be oble to moke efficient
. resource allocation within the economy
ploy o mojor role os they use the finoncial (Heoly & Wohlen, 1999). Not only that,
mformotion provided by accounting as a key Nokashima (2019) emphasts the importont
factor when moaking their investment of earnings iformation for the managers.

Financiol informotion plays a vitol role in the
current context of the business world os 1t
severely affects the decision-making process
of the stokeholders (Mushmado, 2019).
Among the number of various stokeholders
who uses finonciol information, investors
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Rohmon ond Al1 (2006), stotes thot external
porties of the orgonization tend to rely more
on informoation provided by the finonciol
statements, where this heavy relionce they
ploced on the accounting figures create o
strong mcentive ond o fertile ground for the
monogers of the componies to monipulote
earnings of the companies. Several foctors
like personol benefits, job security, ond
intention of receiving compensation
schemes, contracts written 1 terms of
accounting numbers ond copitol morket
expectations ond voluotions 1mduce the
monogers to engoge n monipuloting the
earnings of the firm (Noronha et ol., 2008 &
Healy & Wohlen, 1999). Therefore, detection
of earnings monipulation 1s o very importont
factor where this provides signals to the
stondord setters to assess the pervosiveness of
earnings monogement ond overoll mtegrity
of financiol reporting.

There are mconclusive evidences relating to
the eornings monogement since studies
concluded with controdictory findings
(Ahmed ot el., 2018; Zokario ot el., 2015). In
Sr1 Lonkon context the ospect of eorning
monogement 1nvestigated with limited
studies. For examples, Rojeevon ond Ajword
(2019) investigated boord choracteristics ond
earnings monogement m Sr1 Lonka whereos
Wijesinghe ond Kehelwolotenna (2017)
exomined the impoct of earnings quolity on
the stock returns. Henceforth, 1t seems thot
mvestigation of eornings monogement 1s
confined to o few area of studies that stems
the necessary of opplying the more
techniques to exomine the presence of
earnings monogement in Sr1 Lonko.

With backdrop current study exomine
whether the listed entities of CSE engoge 1n
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eornings monogement using Beneish model
(1999). The Beneish Model which wos
developed by Messod Doniel Beneish m
1999 wos utilized for this study os 1t 1s
emphosized the importance of the Beneish
model os one of the successful froud
sensitive idicators 1n detecting eornings
monipulation (Spyridon, 2016; Nwoye,
Okoye & Oroka, 2013; Burcu & Giiray,
2011; Beneish & Nichols ,2009; Prevoo, 2007
Curtis & Thalossinos, 2005). Additionally,
we conducted four discussions with
external ouditors to further understond the
earnings monipulations of the somple
componies.

The remouning port of the study 1s outlined
os follows. Next section of this poper
provides the literoture review, ond section
three provides detouls on methodology.
Section four represents the results ond
discussion ond final section comprised with
conclusion, limitations ond suggestions for
future research.

2. Literature Review

Although earnings monogement 1s
considered to be somewhat newer concept
m the Sr1 Lonkon context os there oare
obundance of foreign researches thot could
be seen for the post three decades (Neerav
ond Koustav, 2016; Spyridon, 2016;
Nwoye, Okoye & Oroka, 2013; Burcu and
Giiray, 2011; Beneish ond Nichols,2009;
Bellos ond Tzovos, 2008; Prevoo, 2007;
Curtis ond Thalossinos, 2005; Spathis,
2002; Holthousen, Lorcker & Sloon,1995).
Earnings manogement occurs when
monogers use judgment m the finonciol
reporting ond 1n structuring tronsoctions to
olter financiol reports to either mislead
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some stokeholders obout the underlying
economic performonce of the compony, or to
mfluence contractual outcomes that depend
on reported accounting numbers (Heoly &
Wohlen, 1999). Deloitte (2008) found that
monogers of finoncially distressed
componies execute such froudulent proctices
m order to suppress adverse financiol
performonce with tention of recerving
more liquidity focilities from the bonks ond
other finoncial 1nstitutions os well os 1n order
to goun the personal benefits. Gaver, Gaver
& Austin (1995), Holthousen et ol (1995),
Shuto (2007) found in their studies thot
compensotion 1S on encourogement which
mduces monogers to monipulote eornings
where such monipulations would upsurge
their compensotion or bonus plons.

Another moun incentive for monogers for the
creative occounting 1s to meet the
expectations of onolysts’ forecosts. The
porticulor octivities of earnings monogement
ore done 1 order to consistent the reported
earnings with the onoalyst forecasted
earnings. To accomplish this, monagers tend
to upbeot the reported earnings (Burgstohler
& Eomes,1998).  Apart from the mternal
factors which affects the earnings
monogement, several other external foctors
drive monogers to engoge 1n creotive
accounting. Chonges 1n legislation os well os
modifications 1n corporote tox rotes could
persuode monogers to engoge 1 eornings
monogement (Bellos &Tzovas, 2008;
Gonchorov & Zimmermonn, 2006).

When considermng how the earnings ore
monoged, prior literature provides sufficient
evidences on that the earnings are
monipulated bosed on two moun widely used
concepts. They are accrual bosis ond the real
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activities monipulation (Schipper, 1989).
There are numerous ways under these two
moin oreos to moke creotive accounts by
monogers. Real octivities monipulotion
moy reduce the firm volue due to the
orrongements mode 1 the current period
with the intention of icreasing eornings.
Results may give anegotive impact on cosh
flows m future periods. For exomple, the
aggressive price discounts which offered in
order to increose sales volumes ond meet
some short term eornings torgets could lead
to the creating of expectotions that such
discounts will be offered 1n future periods
also (Cohen & Zarowin, 2010; Zong, 2012;
Lin, Radhokrishnon & Su, 2006;
Roychowdhury, 2006).

As the meosures odopted to olter the
finonciol stotements under the occruol
basis, use of mncome increosing occruols
which provides opportunistic estimates ond
judgments like reporting fobricated soles,
reducing the level of bad debts, capitalizing
of several expenses, avoiding research ond
development expenses, write-offs could be
identified. In order to 1dentify accruols m a
broader monner, Richordson, Sloan,
Solimon, ond Tuna (2005) emphosize thot 1f
there are no occrual bosed occounting, the
only osset or liobility which oppeor on the
balonce sheet will be the cosh occount
hence 1t substontiate that oll the other ossets
ond liobilities 1n the bolonce sheet arises
due to the accruol based accounting. Thus
accruals provide the accounting income the
obility to act os o measure of performonce
(Achleitner, Guenter, Koserer & Siciliono,
2014; Durok, 2010). Totol accruols could
be split mnto moun two categories nomed
discretionary oaccruols ond non-
discretionary accruoals. Discretionary
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accruols or abnormal accruals ore reloted to
the adjustments to the cosh flows where non-
discretionary accruals or normal accruols ore
related to the accounting odjustments which
are done 1 the sense of affecting the cash
flows which are stoted by the occounting
stondord setters. As stated by Alexander,
Britton & Jorissen (2011) due to the
subjectivity noture imherent to the accruals 1t
could not be completely 1dentifioble or
observoble hence monogers could toke the
odvontoge of this 1n order to ochieve the
desired results or goals.

Through engoging m o review of precise
prior literature, sufficient knowledge
regording the earnings monogement concept
could be obtouned. As stated earlier there ore
plenty of researches done by different
scholars regording the monipulation of
compony’s earnings 1n several aspects for the
post three decades ond only few researches
were done 1n Sr1 Lonkon context (Rojeevon &
Ajward 2019; Wijesinghe & Kehelwolotenno,
2017; Wijesinghe & Kovinda, 2017). As well
os omong the handful of few researches done,
most of them ore bosed on corporote
governonce aspects checking whether the
mpoct of firm chaorocteristics ond Boord
chorocteristics on eornings monogement or
testing the 1mpoact to the earnings
monogement using few proxies like leverage,
return on ossets (ROA) etc. Therefore,
identifying the above reseorch gop we
exomined whether the componies listed
under CSE engoge 1in manipulotion. For this
purpose, we selected Beneish (1999) model
as prior literature emphosized the importonce
of the model as o successful froud sensitive
mdicator under the specific occrual method.
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3.Research Methodology
3.1 Population and sample selection

The CSE hos 296 componies representing
20 business sectors os ot 04" Moy 2017. We
considered top 20 componies listed n the
CSE with the highest morket copitolization
as the somple of the study. Morket
Copitolization 1s o critical foctor thot
mdicates the hiquidity ond the size of a
compony. Also, the somple represents
nearly 40% of the total market
caopitalization. The bonking ond finonce
sector wos excluded since regulotions,
structure ond accounting proctices for these
compontes differ substontiolly from the
componies 1n the other sectors. Dota
reflects the quarterly doto for five (05) years
from the year 2013 to yeor 2017 ond dotoof
one odditional quorter wos required due to
the foct thot some voriobles consider the
chonge 1n proportions ond log volues.
Therefore, lost quorter doto of 2012 were
also considered.

3.2 Beneish (1999) model

Under the specific occrual baosis, we
employ Beneish (1999) model ond
calculated M Score as 1t 1s one of the
significont models used to detect earnings
monogement (for exomple, Spyridon,
2016; Nwoye, Okoye & Orako, 2013). This
model wos developed by Messod D.
Beneish 1in 1999 ond uses eight descriptive
voriobles thot cover finoncial figures
reloted to totol ossets, gross sales,
morketing, ond general moanogement
expenses, depreciation expenses ond
commercial cloums/ debts which ore
respective to the octivities mn a particulor
entity.
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It 1s orgued thot the M-score 1s a relioble
mstrument for froud detection when the tool
wos built to support the ouditors 1n
accounting. During the tool processing
development to detect earnings monogement,
the Beneish M-score model was
implemented on different firms globally so os
to detect the presence of 1ncome
monipulation (Burcu & Giiray, 2011). A
comprehensive study has led to aconvincing
conclusion thot M-score model in finding the
possibility of accounting froud 1s relioble. It
has been proved that the M-score Model 1s
popular ond powerful model effective as tool
m detecting monipulation. The Beneish
model 1s also known for its popularity,
simplicity ond reliobility 1n the eornings
monogement field.

This study ottempts to detect whether
earnings monipulation exists 1n the
componies listed 1n the CSE under specific
accruols method. Beneish (1999) model 1s
bemng 1dentified by mony scholars os o
successful ond relioble froud sensitive
idicator ond the areas covered under eight-
foctor voriobles of the model are considered
as significont fertile oreos of the finomcial
statements where earnings could be
monipuloted (Spyridon, 2016; Nwoye et al,
2013; Burcu & Giiray, 2011; Beneish &
Nichols, 2009; Prevoo, 2007; Curtis &
Thalassinos, 2005).

Accordingly, we colculated the M-Score
value for the somple componies ond ronked
score 1 descending order. Thereby we
identified the componies thot considered os
from the highest susceptible compony to the
lowest susceptible compony. Further, all
componies were ronked from highest to
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lowest under the eight individual variobles
m order to check whether how each
compony 1n the sample position in each
mdex.

The particulor indexes which are under this
model are Days Sales in Recervobles Index
(DSRI), Gross Moargin Index (GMI), Asset
Quality Index (AQI), Soles Growth Index
(SGI), Depreciation Index (DEPI), Sales
General & Admimistrative Expense Index
(SGAI) ond Leveroge Index (LVGI) ond
Total Accruals to Total Asset Index (TATA).
Probobility of momipulation goes higher
with on unusuol increose 1n recervables,
unusual sales growth, deterioration of gross
morgins, lower osset quolity, increasing
accruols, lower depreciation rates to boost
earnings, etc. The following equations
demonstrote the colculation of the above
idexes.

3.2.1 Eight Factor Variables of M- Score

1) DSRI =
Receivables , /Sales; 01
Rectevables p_q/Salesg_y T
2) GMI =
Sales;_1 —COGS;_q1 ;Sales; —COGS; 02
Salesy—q Sales, 77777
3) GMI =
CA +PPE; jCA; ) +PPE;_
y LT L TES S 03
TA; TA -1
Sales
4) Sal = e e, 04
) Sales;_q
5) DEPI =
DEP;_q DEP,
............ 05
DEP;_1 +PPEt,1/DEPt +PPE;
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6) SGAI =
SGA Expense ¢ ;SGA Expense ¢_1q
e T 06
7y LVGI =
LTD:+Cle fLTDy 1+CLp
T A SRR 07
8) TATA =

Income from COp —CF from Operations ¢ 08
TAr—1 ’

Where,
COGS- Cost of Goods Sold

CA - Current Assets

TA - Totol Assets

PPE - Property, Plont ond Equipment

DEP - Depreciotion

SGA - Soles, General ond Admin
Expense

CL - Current Liobilities

LTD - LongTerm Debt

CF - Coshflow

CO - Continuing Operations

Based on the eight foctor variobles of the
Beneish model (1999), M-Score of the
model 1s given os (Equation 01);

M Score = - 4.840 + 0.920 (DSRI) +
0.528 (GMI) + 0.404 (AQI) + 0.892
(SGI) + 0.115 (DEPI) - 0.172 (SGAI) —
0.327 (LVGI) + 4.697 (TATA)

The decision rule in Beneish Model
(1999) 1s that, 1f M Score > -2.22 (a
positive value or less negative value thon
this) then there 1s a strong likelithood of
monipulation of earnings. And 1f M Score
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< -2.22 (o higher negative volue thon
this) then 1t indicates the obsence of
earnings monipulation. The decision
rules under each component of M score
1s summorized below in Toble 1.

Table 1. Decision rules under each component

ol M - score

Index Decision criteria

DSRI |If DSRI > 1 = Company is
susceptible to the inflation of
revenue through the overstatement of
accounts receivables as a percentage
of sales.

GMI If GMI > 1 = Company is
susceptible for manipulating their
earnings due to the deterioration of
the gross margin in the current
financial period compared to the
previous financial period.

AQI If AQI > 1 = Company is susceptible
to manipulate their carnings through
capitalizing and deferring costs that
should have been expensed.

SGI If SGT > 1 = There is a possibility of
manipulating earnings to keep up
their good appearance without
depicting the  impression of
decelerating sales growth
experienced in particular financial
periods.

It DEPI > 1 = There is a possibility
of manipulating carnings by
adopting a lower depreciation rate to
increase the income.

It SAGI < 1 = There is a possibility

DEPI

SGAI

of manipulating earnings by
particular companies through
deferring costs.

If LVGI > 1 = the variables are
included to capture the debt
covenants  incentives  for  the
manipulation of earnings.

If TATA > 1 = There is a possibility
of manipulating earnings as there is a
higher degree of accruals underlying
the financial statements than the
operational cash flows to the total
assets.

LVGI

TATA
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When drowing conclusive decisions based
on the periods with M Score signifying no
monipulation tendency, we should pay their
absolute core os there 1s a possibility for
componies to commit type 1 error (possibility
of viewing o monipulotor compony os o.non-
monipulotor) or type 2 error (possibility of
viewing o non-monipulator compony os o
monipulotor). Nwoye et al., (2013) argues
that os cited in Beneish (1999) that more type
1 error 18 usually committed by users of this
model thon the type 2 error. Hence, users of
this model further should exomine the
mdicators of 8 foctored voriobles ogoinst
their above individuol decision rule, even on
non-monipulation before drowing the final
report on the state of the compony's finoncial
reports. Considering all focts, Beneish
(1999) Model got the obility to droaw the
attention of possible fertile grounds in the
finonciol reports where eornings could be
fobricated by the monogers to meet their
earnings expectations.Apart from the
opplying the Beneish Model we conducted
four discussions with ouditors who are
engoged 1 the externol ouditing of some
componies 1n the somple. These respondents
ore ot the monoger level positions where they
have the moun responsibility of corrying out
the oudit process. The man purpose of
having the discussion 1s to obtoun ony other
quolitative foctors thot moy mmportont mn
detecting eornings monipulotions.

4. Results and Discussion

4.1 Analysis of Eight Factor Variables of M-
Score

We colculoted the M Score for the sample
bosed on eight factor variobles ond the results
are given under each vorioble index.
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4.1.1 Days Sales Receivable Index —
DSRI

Almost oll the companies 1n the somple ore
showing on index volue greater thom 1 1n
most of their financiol periods. Componies
with higher positive values greater thon 1
indicote thot there 1s apossibility of revenue
mflation 1n such componies ot significont
levels considered to the relevont finonciol
periods. Compony R, compony S ond
compony T are having on Averoge DSRI
value for the whole period less thon 1. But it
never implies that these componies ore not
having ony possibility to monipulote the
earnings os the obove companies ore having
DSRI greater thon 1 1n some of their
finoncial periods. Therefore, considering
the results of the DSRI we con conclude
that there 1s a possibility to monipulate
earnings through revenue inflotion by the
componies listed in the CSE. The results of
the DSRI are attached with Appendix 01.

4.1.2 Gross Margin Index — GM1

In the sample mojority of the componies n
the somple ore focing the gross morgin
deteriorations 1n some of their finonciol
periods compared to the prior finoncial
pertod. In oanother word, they are
experiencing weoker profitobility or else
gross morgin reductions 1n the current
finoncial period relotive to the previous
finonciol period. In such situations,
Beneish (1999) model ossumes that
componies with GMI greater thon 1 ore
most proboble componies for eornings
monipulotion.

Compontes with higher positive values
greoter thon 1 meomns such componies ore
undergoing areduction of the current gross
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morgin compored to their previous finonciol
period. Therefore, 1t denotes that such
companies ore experiencing weoker
profitobility i the current finoncial periods.
According to the Averoge GMI values
attoched 1n Appendix 2, m compony F, there
ore some negotive Gross Morgin Index
Volues during some of their financial periods.
This 1s due to not only their gross morgin 1s
reduced compared to the prior finonciol
periods, but olso the gross morgins 1n such
considered periods hove reduced up to
negotive figures. This 1s due to the gross loss
thot they have obtoaned 1n such periods

During the 2015 Quorter 4, the Gross morgin
of compony F hos decreased compared to its
previous quorter creating o loss. Therefore,
GMI volue n 2015 Quorter 4 hos token o
negotive figure greater thon 1. But in 2016
Quaorter 1, the gross margin of compony F hos
token o positive figure creating o profit. Due
to that reason GMI volue for the considered
period 2016 Quarter 1, hos token o value less
thon 1. Some os m 2017 Quorter 4, the
compony hos experienced lower revenue
compared to the prior quorter with a higher
cost of sales exceeding the current revenue os
well os prior cost period cost of soles.
Therefore, due to that reason, the GMI value
of compony F hos obtaned o significont
figure greoter thon 1 with o negative effect
due to the deterioration of gross morgin to o
loss. Therefore, in such kind of situotions,
there could be the possibility of monipulating
earnings by such componies to show thot the
compony 1s having ahealthy gross morgin n
subsequent periods. However, due to the
significont negative GMI value given in 2017
Quoarter 4 of compony F will affect the
ulimate M Score to be exceeding the
decision rule of -2.2 1n o significont monner
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by pushing the compony to the non-
monipulating region which will be
discussed mn detoul later. However, 1t does
not imply that there 1s no tendency for the
compony to monipulote their eornings os
for the other quarters the compony's M
Score 1s within the monipulation region
whereos this 1s bocked up by the Gross
Morgin Index ond other indexes olso m
such prior periods. (Please refer the
Appendix 02).

4.1.3 Asset Quality Index- AQI

Annuol averoge AQI values mdicate that
almost oll the componies ore moking
signals on the possibility to momipulote
earnings through the copitalizing ond
deferring costs 1n some of their financiol
periods. Accordingly, company Q,
compony P, compony C, compony D, ond
compony F are among the top five probable
monipulotors of earnings through osset
quolity due to the significont AQI values
that such componies have obtained. Also,
though the average AQI volue for the whole
period for compony J, compony S,
compony L, ond compony A 1s hoving o
value less thon 1, 1t never implies thot such
componies ore not moenipulating eornings
through copitalizing ond deferring costs os
some of their quarterly ond overoge onnual
AQI figures ore greoter thon 1. The
outcome these are attached with Appendix
03.

4.1.4 Sales Growth Index—SGI

It1srevealed thot sales growth in the current
finonciol period compared to the prior
finoncial period. Though averoge SGI
value for the whole period was token for the
convenience of ronking, model users
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should look into the quorterly or onnual
finonciol figures with proper care 1 order to
detect the periods with unusual sales growth
subsequent to the periods with decelerating
sales growth (see the results in Appendix 04).
According to the somple dota set, in some
compaonies, there were periods with high
soles growth mmmediotely ofter the lower
sales growth. Therefore, Beneish proposes in
his model thot though sales growth does not
mply ony monipulotion, componies with
periods of high sales growth subsequent to
the lower soles growth are susceptible to
possible earnings monipulotors.

4.1.5 Depreciation Index— DEPI

According to the Appendix 05, results
mdicate that most of the componies n the
somple with o DEPI volue greater thon 1,
signaling thot there could be a possibility for
the existence of earnings monipulation by
such componies listed in the CSE.

4.1.6 Sales General and Administrative
Expense Index—SGAI

Only o few companies are resulting in on
averoge SGAI volue smoller thon 1. Hence
compony G, compony S and compony Q ore
mdicating on average smoller thon 1 for the
post period (See the Appendix 06). They have
obtoined such on overoge due to the
significonce of the index volues less thon 1
for the considered period, though m some
periods the index value 1s greater thon 1. Also
the componies with onnuol averoges of SGAI
greoter thon 1, never implies thot they do not
monipulote the earnings of the componies n
such o monner os the quorterly finonciols
obtauned were consisted with the SGAI index
values which would bock up the periods of
possible earnings monipulations 1n aforesoud
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componies listed on the Colombo Stock
Exchonge.

4.1.7 Leverage Index— LVGI

Mojority of the compomies ore hoving
greater leveroge during their current
finonciol periods compored to the prior
finoncial periods i1ndicating higher
leverage. Therefore, during the periods
where the componies m the somple ore
having on LVGI volue greater thon 1, there
would be a probobility of monipuloting
their earnings through increosing leverage.
The results of LVGI are ottached with
Appendix 07.

4.1.8 Total Accruals to Total Asset
Index- TATA

As per the Appendix 08 we con 1dentify thot
the majority companies with on index value
greoter thon 1 could be 1dentified. Also 1n
Beneish M -Score model, the model 1tself
assigns o higher weight age to the accrual
monipulation. Therefore, compomies with
greater significant M- score values
indicated the possible earnings
monipulators through accruals.

4.2 Beneish Model—M Score

Through the incorporation of the obove
eight-factor variobles to one specific
model, the next ottempt 1s to check whether
such componies fall to the monipulation
region or the non-monipulotion region.
According to the Decision Rule, 1f the M-
Score 1s o volue greoter thon -2.2, (a
positive figure or aless negative figure) the
componies foll under the monipulation
region. If the M-Score 1s a volue less thon -
2.2, (higher negotive figure) the componies
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fall under the non-monipulation region.
According to the results, olmost all the
componies ore folling to the monipulation
region with different degrees of M- Scores.
There ore some finoncial periods where
specific componies fall to the non-
monipulotion region. This 1s mounly due to
the significonce of the index volues which
were obtauned by such componies in such

Toble 2. Annual Average M-Volue
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finoncial periods. Toble 02 below depicts
the meon M-Scores obtouned by the somple
componies for the considered period ond
ronked them from Highest M-Score to the
Lowest M-Score.
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Year
Company e
Yalue 2013 2014 2015 2016 2017

Company B -0.6350 -1.6551 -1.5668 -1.3388 -1.7690
Company C -1.5838 -2.0314 -1.7313 -1.3567 -1.2880
Company D -1.6311 -1.7722 -1.4814 -1.8611 -1.4864
Company M -1.5390 -1.3119 -1.7617 -1.8749 -1.8187
Company P -1.6571 -1.7646 -1.7414 -1.7415 -1.6528
Company O -2.0713 -1.8754 -1.6363 -1.7736 -1.8953
Company A -2.0400 -2.1360 -2.3690 -1.0068 -2.0506
Company E -1.8525 -1.9048 -2.0492 -2.0250 -1.8428
Company N -1.8777 -2.1271 -1.9730 -1.8990 -1.8354
Company C -2.0455 -1.8473 -2.0766 -1.9469 -1.9250
Company T, -1.9814 -1.7726 -2.0487 -1.9016 -2.2578
Company S -1.9338 -2.0329 -2.1379 -2.0961 -1.8828
Company G -2.3879 -1.7192 -2.1211 -2.1694 -1.6976
Company H -2.2044 -2.1514 -1.9349 -2.0710 -1.9760
Company K -2.0102 -2.1066 -1.9704 -2.1654 -2.1099
Company J -2.0956 -2,1108 -2.0671 -2.0971 -2.1542
Company T -1.8557 -2.1067 -2.2415 -2.2592 -2.0940
Company [ -2.1181 -2.2187 -2.0531 -2.0995 -2.1830
Company R -2.0791 -2.1682 -2.1778 -2.1890 -2.0612
Company T | @ | -3.2636 | 22578 | 21446 | 27492 | 22035 | -6.8729

Susceptible earnings manipulator

Possible earnings non-

manipulator
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When onolyzing the mdividual componies
which resulted the higher M- Score values we
con 1identify thot the Compony B ond C
recorded the highest M- Score. In Compony
B there 1s a strong likely hood of
monipuloting earnings throughout the whole
period except the lost two quorters 1n 2017 as
M- Score does not fall under the
monipulation region 1n the lost two quorters
0f2017. When considering the overall index
volues and the M- Scores obtouned by the
compony B, DSRI, GMI, SGI indicators play
amore sensitive role by giving a.consideroble
mmpoct to the M- Score. Please refer to
Appendix 09 for detouls of Compony B.

In compony C, there 1s a strong likelthood of
monipulating eornings throughout the
considered financial periods. DSRI, DEPI,
AQI ond GMI mdicators play aomojor role by
giving asubstontiol impoct to the M- Score to
be fall under the manipulation region of the
compony C. A high tendency for the
compony to adopt o lower rate of
depreciation to boost eornings upwords
which 1s backed up by the DEPI index i most
of the quarters. The results of Compony C ore
ottached Appendix 10. Aport from the
quontitative reseorch which was corried out
using the Beneish (1999) model 1n detecting
whether eornings monipulotion exists mn the
Colombo Stock Exchange, four discussions
were corried out with some of the auditors
who are engoged n the externol auditing of
some componies in the somple. Based on the
outcome of these discussion we con moke the
following findings.

The componies with o higher possibility of
monipulating ecrnings through DSRI, GMI,
ond SGI are having a higher possibility of
monipulating eornings through early
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recognition of revenue. Recording high
omounts of revenue 1n the lost month of the
year ond reversing 1t subsequently n the
next yeor ond undercutting prices when
moking sales to related parties or
overpricing to tronsfer profits within the
group. Addition to the obove, specially
componies tend to record more sales
mvoices ot the end of the month ot the cutoff
date 1n the yeor-end 1n order to show higher
soles compared to the previous finoncial
year for toking more soles incentives and oll
resulted to record more sales returns in the
following month of the reporting period.

Moreover, creation of fictitious creditors
ond debtors, improperly shifting revenues
for o later period, entering 1n to sales
agreements thot include terms thot preclude
revenue recognition, ivoicing soles before
delivering, existence of tronsoctions which
appears overly complex (tronsoctions
involve multiple entities within o
consolidated group or multiple unreloted
third parties), unusual Statement of
Finonciol Position chonges or chonges in
trends or mmportont Finonciol Stotement
ratios or relotionships (receivobles growing
foster thon revenue), avoulobility of lorge
number of credit entries & other
odjustments made to accounts recervobles
records, unexplouuned or 1nodequately
exploned differences between the accounts
recervoble sub-ledger and control account
or between the customer statement ond the
account receivoble sub-ledger ore some
probaoble ways which monogers use to
inflote the revenue.

Further, compoanies with a higher
possibility of manipulating eornings
through DEPI, AQI are tended to adopt to a
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policy for recognizing depreciation,
copitalizing ossets at o loter date 1n
comporison to the octuol date on which the
asset wos avouloble for use. Most of the time
when there are some 1dle fixed ossets 1n the
compony, componies reluctont to record on
mmpourment of assets when their recoverable
value 1s lesser thon the net book volue 1n order
to record more profits for the period. As well
os more revenue noture expenditures used to
capitalize as Property Plont ond Equipment in
order to simulate their costs for o longer
period of time by depreciating for more thon
one year rother thon chorging directly to the
Statement of Comprehensive Income.
Addition to that, not terminoting ond
depreciates the osset even 1f 1t gets fully
depreciated, understoting or overstoting oll
provisions or reserves 1n the some foshion so
os to be designed to smooth earnings over
two or more occounting periods, missing
mventory or physical ossets of significont
mognitude, engoging 1n complex tronsoctions
that ore structured to misrepresent the
financial position or finencial performonces
of the entity (foreign currency swap,
hedging) ore methods where componies tend
to monipulote eornings through giving o
significont 1mpoct to the totol ossets of the
compony.

5. Conclusion and Discussion

In this study we mvestigated whether
eornings monipulation exists i Sr1 using the
Beneish model (1999) which 1s widely
occepted method os o successful ond
immportont froud sensitive 1ndicator 1n
detecting eoarnings monipulation. We
selected top most copitolized twenty listed
firms ot CSE for the period 2013 to 2017 on
quoarterly bosts.
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We obtoined results for each index vorioble
individually for each compony on on
averoge bosis for the considered period, ond
we romked them 1n order to see whether they
have obtaned o similor ronk. Interestingly,
as per the ronking we 1dentified that, 1t 1s not
monipuloting their earnings ot the some
degree of significance respective to each
mdex vorioble. Accordingly, 1t provides
evidence that by just looking ot o result
given by one index we comnot conclude that
o porticulor compony 1s engoged 1n
earnings monipulation. Because,
concerning some index volues obtouned
mdividually by some componies, they
showed the results where such componies
are not engaged 1n the eornings
monipulotion. On the other hand, 1n some
index variobles, such componies suspected
high eornings moenipulotors while other
index provide less monipulation.
Therefore, by incorporating all the index
volues obtauned pertouning to o porticulor
compony 1n a.grven period of time M- Score
1s calculated to detect whether to which
region such companies are folling, whether
1t 1s for the eornings monipulation region or
the non-monipulation region.

Thereby 1t 1s 1dentified thot according to the
different weights given by the model based
on the significonce of engoging n eornings
monipulation whether the componies 1n the
somple are in the monipulotion region or the
non- monipulation region.

Moreover, the presence of earnings
monipulotion m o.compony has to evaluote
periodically. This 1s because, os per the M -
Score 1 some companies, evidenced with
high earnings monipulation as well os the
pertods with non- monipulation of
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earnings. Therefore, with the general 1dea
which could be goun on the published
finoncial figures would have the possibility
of process with the further actions regording
such componies. That 1s decision mokers
should not rely only on the given finoncial
figures ond needs to further evoluate the
quality of such figures.

In summory we conclude thot eornings
monipulotion exists in the entities listed in the
CSE ot different degrees bosed on the
finonciol structure of such componies
operating 1n different sectors. These findings
ore 1 line with the findings of eornings
monogement studies conducted to the
spectfic sectors like monufocturing sector in
the Sr1 Lonkon context. For exomple,
Wijesinghe ond Kehelwalathenna (2017)
mdicate thot eornings monipulotions exits in
monufocturing sector of CSE. Therefore, our
findings on the overall morket will benefit for
the policymaokers ond they should toke
required octions such as to enhance the role
of the ouditors. Similorly, closer attention
should be given to further strengthen the
corporate governonce ond ethics, speciallyto
monitor these aspects os corporate
governance literature suggest that 1t
minimizes the eornings monogement (EI-
Sayed Eboud, 2013; El Drietal., 2020).

The study consists few limitations. Firstly,
our somple 1s limited to twenty componies.
Then we employed only the Beneish model
to copture the earnings monogement.
Therefore, under the Beneish model, 1f GMI
mdex 1s greater thon 1, the gross morgin of
the current period hos deteriorated. In such
situations, there 1s a higher tendency for such
componies to monipulote their eornings. For
example, with respect to the compony F 1n the
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lost quorter of 2017, there wos o negative
figure of -37.8417 which 1s greater thon 1
when 1t 1s token os on obsolute figure.
However, the negative figure was due to the
gross loss obtaned 1n the lost quorter of
2017 compored to the prior quorter. In that
monner, the gross morgin of the current
period 1s deteriorated in compony F when
compared to the previous quorter m o
significont way.

Furthermore, 1n calculoting M- Score os per
Beneish model, the incorporation of
weightoges ossigned by the model for a
particulor quarter, M- Score hos resulted a
higher negative value whereby pushing
compony F to the non- monipulotor region.
Therefore, this result 1s somewhat
controdicting to the assumption of Beneish
regording the volue of the GMI. Finally, we
mounly limit to use quontitative approoch to
detect momipulotions.

However, we conducted this study to detect
whether eornings monipulotion exists n
CSE using the Beneish (1999) model os 1t
seems thot no study 1s conducted under this
method 1n the Sr1 Lonkon context. With this
we suggest future researchers to employ
other possible methods of detecting
earnings monipulotion with quolitotive
opproaches to see whether results ore
similor or not.
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