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Dang Anh Tuan (Vietnam), Nguyen Ngoc Khanh Dung (Vietnam),
Bui Thi Thu Thao (Vietnam)

REAL EARNINGS MANAGEMENT
TRENDS IN THE CONTEXT

OF THE COVID-19 PANDEMIC:
THE CASE OF NON-FINANCIAL
LISTED COMPANIES IN VIETNAM

Abstract

Real earnings management comprises the intervention by managers intending to
change business strategies or policies to achieve specific goals. The paper aims to ex-
amine trends and levels of real earnings management in the context of the COVID-19
pandemic in Vietnam. The study uses time series data, and the sample includes 1,800
observations from 2016 to 2021. The methods of the study are regression analyses of
the real earnings management model. The results indicate that the COVID-19 pan-
demic positively and significantly affected real earnings management of companies
listed on the Vietnamese stock exchange. The trends and levels of real earnings man-
agement in the context of the COVID-19 pandemic increase depending on the severity
of the pandemic. In terms of applications, the study provides evidence that the quality
of financial reporting is lower during the pandemic. Listed enterprises in Vietnam are
using high financial leverage, leading to a higher vulnerability to shocks such as the
pandemic. Therefore, the real earnings management technique mainly used by manag-
ers is operating cash flow adjustment by using income maximization strategies to in-
crease the ability to borrow capital to maintain business operations. The study suggests
that the choice of income maximization or income minimization strategy depends
mainly on commitments with the capital provider (credit institutions), specific con-
texts, and economic factors.

Keywords cash flow, financial statement, financial leverage,
auditing, financial fraud, Vietnam
JEL Classification M41, M42, G34

INTRODUCTION

The financial crisis of 1997-1998 and 2008 had a downward impact on
the world economy, similar to when the COVID-19 pandemic spread
worldwide in 2020 (Pjaaka, 2022). The COVID-19 pandemic not on-
ly caused financial difficulties but also increased instability (Hassan
et al., 2021; Almustafa et al., 2023), leading to an inevitable decline
in business results compared to expectations (Kumar & Vij, 2017).
At the same time, the evaluation of the performance of managers is
more complex and complicated due to increasing information asym-
metry (Van der Tas, 2020), whereby managers often conduct earnings
management (EM) to ensure personal interests, as well as maintain
their image and commitment with stakeholders, especially the capital
sponsor.

There are three trends of manipulating real profits, including increas-
ing, decreasing, or smoothing earnings with various techniques (El
Diri, 2017). The most prominent way for managers to change actual
business practices is to reduce discretionary costs, such as research
and development (R&D) costs, followed by overproduction, and boost
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revenue by offering discounts or easing payment terms, thus reporting lower costs and ultimately in-
creasing the income of the current year (Roychowdhury, 2006; Trombetta & Imperatore, 2014; Cohen
et al., 2008; Zang, 2012). However, the REM level depends on the cash flow level and the discretion
available. Several studies on the impact of crises, natural disasters, and, more recently, the COVID-19
pandemic provide statistical evidence that real earnings management (REM) decreases during the cri-
sis compared to pre-crisis (Trombetta & Imperatore, 2014; Cimini, 2015; Kumar & Vij, 2017; Xiao & Xi,
2021). Some other studies provide evidence to the contrary, for example, Klomp (2022) and Yan et al.
(2022). This raises the question of how the pandemic has affected REM tools.

Vietnam is a developing country; non-financial listed companies are mainly small and medium enter-
prises, and the primary source of business capital is external loans. Moreover, the legal environment
protecting investor rights is underestimated, creating a loophole for managers to implement REM eas-
ily. In addition, the pandemic hindered the business activities of enterprises, with consequences such
as worsening business results, delayed dividend payments, and increased liquidity loss, whereas raising
capital becomes more difficult. In response to unforeseen instability, managers can implement REM to
ensure the ability to mobilize loans from credit institutions to maintain business operations (e.g., Cohen
et al., 2008; Roychowdhury, 2006). In addition, several studies provide evidence that the level of EM de-
pends on the severity of the disaster and the firm’s perception of resilience (Supavinee, 2018).

In the context of contrasting evidence, studying the impact of the COVID-19 pandemic is quite inter-
esting when it is both a crisis situation and a market downturn. This raises the question of whether the
efficiency view, which is informed by signaling theory, suggestive that managers use REM to signal pri-
vate information to capital market participants, or the opportunistic view based on agency theory will
have the most prevalent impact on managerial behavior. By examining the occurrence of REM in the
financial statements of listed companies in Vietnam during the COVID-19 pandemic, the study aims at
adding empirical evidence to this currently insufficient research area. This is the first study to examine
the severity of the COVID-19 pandemic affecting the quality of financial statements conducted in the
Vietnam market.

1. LITERATURE REVIEW

ings management (AEM), REM, income smooth-
ing, and income transfer using financial instru-

In recent years, EM has always been one of the
central topics of widespread academic interest. A
series of empirical studies have been conducted
to determine the influencing factors and the con-
sequences of earnings management behavior in
different types of businesses and organizations.
The results of most studies show that EM exists
through the preparation of financial statements.
However, until now, academia has not reached a
consensus on how contextual factors affect the
REM behavior of managers, especially in times
of crisis or pandemic.

EM is an action of profit adjustment to achieve a
specific goal, creating a corporate financial im-
age desired by managers rather than investors,
and it does not usually reflect the actual financial
situation of the enterprise (Schipper, 1989). There
are many forms of EM, such as accrual real earn-
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ments such as futures and options (El Diri, 2017).
The two most popular forms are AEM and REM.
Gordon (1964) defined AEM as implementing
EM behavior through flexibility in applying pol-
icies and accounting estimates in following reg-
ulations or choosing when to apply them, for ex-
ample, choosing the amortization period, depre-
ciation method, and provisions. AEM does not
change the economic nature of the actual trans-
action but does affect the presentation of finan-
cial information in the financial statements, the
profit for the period, and cash flow (Tuan, 2022).
The second category is REM-managers’ behav-
iors that affect the nature of transactions, chang-
ing business, production, and commercial activ-
ities to achieve expected financial results, such
as increasing revenue by reducing the price of
goods sold, easing payment deadlines for cus-
tomers, changing delivery schedules or delaying

http://dx.doi.org/10.21511/imfi.20(2).2023.25
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the recognition of R&D expenses, and investing
in short-term profits to gain desired returns but
not long-term benefit, which has a direct effect
on cash flow (Rankin et al., 2012). REM is defined
as “departures from normal operational practic-
es, motivated by managers’ desire to mislead at
least some stakeholders into believing certain fi-
nancial reporting goals have been met in the nor-
mal course of operations” (Roychowdhury, 2006,
p. 337). Compared to AEM, REM is more diffi-
cult to detect increases, uncertainties in future
cash flows and, consequently, increases cred-
it risk, stock price crash risk and cost of equity.
In contrast, others suggest that REM produces
smooth earnings and, as a result, reduces credit
risk (Habid et al, 2022).

Several studies provide empirical evidence indi-
cating various factors associated with managers’
motivation to participate in REM activities, in-
cluding financial reporting, auditing, governance
and controls, and capital market incentives. Most
of these studies conclude that managers substi-
tute the REM regime to inflate earnings (Habid et
al., 2022). According to Stolowy & Breton (2004),
there are at least four groups of reasons why
managers participate in REM - market expecta-
tions, contractual arrangement, debt market, and
public scrutiny/pressure. Habid et al. (2022), in a
review of research on REM, admitted that there
are at least two different perspectives commonly
used to explain the tendency to perform REM in
the direction of increasing or decreasing (Habid
et al., 2022). The sign theory-based efficiency
view posits that managers engage in REM to sig-
nal positive future business prospects to capital
market participants, thereby reducing the cost
of funding (Gunny, 2010). Several studies (e.g.,
Cohen et al., 2008; Roychowdhury, 2006) provide
empirical evidence that managers apply AEM
and REM for loss avoidance earnings increase,
smoothness, meeting or beating analyst earnings
forecasts, and preserving a desired credit rating.

In contrast, based on agency theory, the manage-
ment opportunity perspective suggests that REM
conceals a firm’s actual performance (Habid
et al., 2022). Earnings minimization (reducing
earnings) is implemented during periods of good
business to reserve for periods of bad business
(Leuz et al., 2003). According to Kirschenheiter

http://dx.doi.org/10.21511/imfi.20(2).2023.25

and Melumad (2002), when business results are
weak, managers prefer to use the “Big Bath” ac-
counting technique; on the contrary, if the news
is good, they want to smooth the earnings fur-
ther. The REM strategy in the direction of reduc-
tion is mainly aimed at serving individual man-
agers, explained by agency theory (Habid et al,,
2022). Although most studies provide evidence
that managers adjust REM based on market sig-
nal theory, they provide inconclusive evidence;
for example, research on credit and the capi-
tal market consequences of REM also provides
mixed evidence.

There is a correlation between a crisis and REM
behavior. In these rare cases, managers often
consider an income management strategy based
on the crisis’s severity and the business’s resil-
ience. Several studies on the impact of crises, and
natural disasters, provide statistical evidence
that REM decreases during the crisis compared
to before the crisis (Byard et al., 2007; Cimini,
2015; Ebrahimi et al., 2017; Filip & Raffournier,
2014; Kumar & Vij, 2017). This is because insti-
tutional and macroeconomic factors dominate
market factors (Filip & Raffournier, 2014) or, in
politically sensitive contexts, managers are more
accountable for benefits or protections (Jones,
1991). Therefore, REM will be more difficult
(Kumar & Vij, 2017). Others provide evidence
that the pandemic has had no statistically sig-
nificant impact on REM (e.g., Jordan et al., 2021
in the US; Ljubisavljevi¢ & Jakobsson, 2022 in
Sweden; and Kazemi, 2022 in European Union).
Some studies have considered the pandemic as
an observed variable to assess the motivation and
level of profit management among managers (e.g.,
Ljubisavljevi¢ & Jakobsson, 2022; Klomp, 2022;
Kazemi, 2022; Lassoued & Khanchel, 2021; Xiao
& Xi, 2021; Yan et al.,, 2022; Ali et al., 2022; Liu
& Sun, 2022) and have shown the same patterns
as earlier literature on crisis periods. Whether
there is also a notion that crisis periods give op-
portunities to engage in more REM because in-
vestor tolerance increases during these periods
(Ahmad-Zaluki et al., 2011).

Through a review of related previous studies,
this study confirms that the extent and trends
of REM still differ between studies in the con-
text of financial crises or pandemics. Does the
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severity of the pandemic affect the extent and
trends of REM? Therefore, this study inherits the
estimation model by Roychowdhury (2006), fol-
lowing Cohen et al. (2020) to confirm whether
COVID-19 affects the level of REM and wheth-
er the severity caused by COVID-19 changes the
trend of REM for listed companies in Vietnam.
To confirm the trends and levels of real earnings
management in the context of the COVID-19
pandemic in Vietnam, two research hypotheses
are proposed to test the extent and trend of REM
during the COVID-19 period.

H: There is a difference in real earnings man-

agement before and during the COVID-19
pandemic for non-financial listed companies
in Vietnam.

H: The trend of real earnings management
depends on the severity of the COVID-19
pandemic.

2. METHODOLOGY

The sample is the top 300 non-financial listed en-
terprises with the largest capitalization on the
Vietnam stock market (VN300). VN300 were se-
lected with fully disclosed information during
the six years (from 2016 to 2021). The data used
for the empirical study of the paper are gathered
from the annual reports and financial statements
on the website of the State Securities Commission
in Vietnam.

Methods to measure variables include REM and
independent variables of the model. The study
estimates REM according to the Roychowdhury
model (2006), by measuring the anomaly level of
three factors - extraordinary cash flow from op-
erating activities (A_CFO), extraordinary variable
costs (A_DISC), and production costs abnormal
output (A_PROD) to determine the level of earn-
ings management through the impact on arising

Table 1. The definition of variables and methods to measure the level of REM

Source: Developed by Roychowdhury (2006) and Cohen et al. (2020).

Roychowdhury’s (2006) model adds ROA and LV, hereafter REM in formula (1)

Determine abnormal levels (¢,) of operating cash flow
(A_CFO), accordingly: H

CFro, 1 SALES,
—=c—+f +
Ait—l Air—l Aif—l
ASALES, :
f,————+ BROAit+ B,LVit +s, ie

e CFO,: Cash flow from operations in year t;

Sales : Net sales of the company i in year t. The data is collected from the

it—1 income statement;

Determine the industry specific normal levels (e ) of e
discretionary expenses (A_DISC), accordingly:

Disc, 1 SALES, .
T”:oc T+ﬂl T’+ﬂ2ROAzt +é&,

it=1 it=1 it=1

it1”

Determine abnormal levels (g,) of production costs
(A_PROD), accordin

PROD,
4

it—1
ASALES,
B %+ﬁ4ROAit + B LVit+eg,

it—1

SALES,
4

it=1

ASALES,
4

it-1

1
ocA—-Fﬁ]

it—1

+p,

ASales : Change in company i’s net sales in year t compared to year t-1;
ie A :Totalassetsinyeart-1

* DISC,: Calculated by the enterprise’s total selling and administrative expenses,
collected from each enterprise’s income statement in each observation year.

:» PROD,: Determined by the cost of goods sold plus the change in net inventory
it i atthe end of the period compared to the beginning of the period. The cost

i of goods sold is collected from the income statement of the enterprise. Net
inventories are collected from the balance sheet.

The measurement methods of variables in the equation ()

REM

i The sum of the standardized three real earnings management proxies
i (Roychowdhury, 2006) in formula (1)

COVID-19 pandemic (COVID-19)

Return on equity (ROA)

firm growth rate (GROWTH)

Enterprise size (SIZE)

Financial leverage (LEV)

Audit type (AD)

A dummy variable (if listed enterprises are audited by Big4 audit firms (Big4), it is
i 1, otherwise 0)

Net Income (NETIC)

i Dummy variable, 1 = positive net income, 0 = negative net income
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economic transactions, according to the following
formula:

REM = A_CFO-(-1)+4_PROD+
+A4_DISC-(-1).

©)

The definition of variables and methods to meas-
ure the level of REM are presented in Table 1.

To measure the impact of the COVID-19 pandem-
ic on REM, the research model is an inherited
model from Cohen et al. (2020). The proposed re-
search model follows the equation (2):

REM, =b,+ bCOVID—-19, +b,ROA, +

+b,GROWTH,, +b,LV, +b,SIZE, +
+b,AD, +b,NETIC, +e,.

@

Here, REM,, (dependent variable) is equal to either
the net level of REM or the absolute level of REM
in year t. They represent the total level of REM in
year t, where the three proxies are combined into
an aggregate score following Cohen et al. (2020).

The multiple regression model adds six control
variables to ensure the predictability of the de-
pendent variable COVID-19 pandemic. First,
operating performance (ROA) is inherited from
Trombetta and Imperatore (2014) to control a
company’s performance. Second, firm growth
rate (GROWTH) to control growth opportuni-
ties is derived from research by Burgstahler et al.
(2006). Third, financial leverage (LV) is based
on the argument that a company that uses a va-
riety of debt from different sources will be sub-
ject to stricter supervision (Jelinek, 2007), creat-
ing a governance mechanism that helps reduce
conflicts of interest between parties, thereby
reducing discretionary spending by managers,
limiting the opportunity to practice earnings
management through accounting estimates.
Fourth, the larger the firm size (SIZE), under
tremendous pressure from capital market ex-
pectations (Richardson et al., 2002), the great-
er the advantage of negotiating and ignoring
findings as well as the ability to manage a high-
er level of internal control system (Nelson et al.,
2002). Additionally, in the context of a crisis,
there are often political considerations wherein
large-scale companies have a higher REM than

http://dx.doi.org/10.21511/imfi.20(2).2023.25

in normal conditions (Byard et al., 2007). Fifth,
the larger the size and quality of the independ-
ent audit (AD), the lower the REM (Becker et al.,
1998). Sixth, previous research has shown that
net income direction (NETIC) can affect the
level of earnings management found in finan-
cial statements when companies try to change
their results (Healy & Wahlen, 1999).

A regression analysis was performed on the impact
of the pandemic on the dependent variable, REM,,
through the choice of method - optimal estima-
tion between Pool OLS, FEM, and REM. The re-
sults of the above estimates all encounter hetero-
geneity of variance. Accordingly, FGLS is applied
to overcome the variable variance and ensure the
selection of an efficient estimation model between
FEM and REM.

3. RESULTS

According to the data in Table 2, overall, the av-
erage level of REM was -25% before the pandem-
ic and -19% during the pandemic. The difference
between the two periods is -6% (p-value < 0.01);
this means that the level of REM during the pan-
demic is lower than it was before the pandemic,
with the magnitude of the change from the mean
absolute value of the REM (AREM) decreasing
from 31% to about 27% of asset values at the be-
ginning of the year, otherwise the manager im-
plements a more income-maximizing strategy.
The dominant trend of REM in both periods is
income minimization, i.e., the average manager
adjusts to a decrease in profit relative to total as-
sets at the beginning of the year. The magnitude
of the increase in income recorded in the finan-
cial statements compared to the total assets at the
beginning of the year is -8% (APREM column 4
Table 3), which is higher than the magnitude of
the decrease in income of -6% (ANREM column
5 Table 3). This change has the contribution of all
three metrics A_PROD, A_DISC, and A_CFO.
However, the adjustment of these indicators is in
a different trend. The data show that the A_CFO
shifts from earnings downward adjustment to
earnings gain, production volume remains below
REM normal, while management still overstates
unusual customization costs (Table 3). This result
indicates barriers to applying REM.
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Table 2. Descriptive statistics of the variables
in the model

Source: Authors’elaboration.

Variable . Obs :Mean Std.Dev. Min : Max
Data in 2016-2019
REM 11,200:-025 = 032 :-120 :
C:E’Z;‘Absomte 11,200 031 026 000
APREM (Positive) 199 : 018 | 021 | 000
ANREM (Negative) 1001 :-0.34 i 027 : -1.25
A_CFO 1,200 | 0.05 . -0.86
wros T o0 o0 o ao
A_DISC 1,200 010 @ 013 :-0.08
Data in 20120-2021
REM 600 1019 . 031 -1.20
C;E'\:)(Absome . 600 | 0.27 . 0.00
APREM (Positive) 108 0.26 031 . 0.00
ANREM (Negative) 492 :-0.28 : 024 :-125
A_CFO 600 -0.02 i 1.86 —4536: 0.
wmos T g0 os oas ose ose
A_DISC i 600 i 0.07 i 0.09 i-0.19 :

Two-sample t-tests for the three earnings man-
agement proxies developed by Roychowdhury

cally significant difference between the obser-
vations in the two periods. This data provides
initial evidence that there is a shift in REM
adoption during the pandemic. The results con-
firm that a significant difference can be found
for either of the proxies.

Table 4 shows the correlation matrix between the
variables, indicating the possible relationship be-
tween the variables in the model. The model shows
a correlation between the dependent, independent,
and control variables, but the correlation coeffi-
cient between the variables is not high (<50%), and
therefore, multicollinearity is unlikely.

Table 5 shows the regression results of the REM,
A_CFO, A_PROD, and A_DISC showing the re-
gression results between COVID_19 and REM
types, respectively, including A_CFO, A_PROD,
and A_DISC, whereby there is a positive correla-
tion between COVID_19 and REM and A_ PROD
with correlation coefficients of 0.103 and 0.120 at
1% significance level, but are negatively related to

(2006) between the pre-pandemic period (2016- A_CFO and A_DISC with negative correlation co-

2019) and the pandemic period (2020-2021).
The test results indicate that there is a statisti-

Table 3. Two-sample t-tests

efficients of -0.032 and -0.132, respectively, at 1%
significance level (Table 4).

Source: Authors’ calculations using Stata 14 software.

REM AREM APREM ANREM A_CFO A_PROD A_DISC
2016-2019 0.31 0.05 -0.10 0.10
20202021 027 .0 002 007
Difference (0.07)*** 0.04%** (0.08)*** (0.06)*** 0.07 (0.04)*** 0.03***
Note: t statistics in parentheses, * p < 0.1, ** p <0.05, *** p < 0.01.
Table 4. Pearson’s correlation coefficient
Source: Authors’elaboration.
Pearson’s : ; ; ; ; ; ; ; ;
Correlation | REM | A_CFO A_PROD: A_DISC \COVID_19GROWTH LV ROA SIZE | NETIC | AD
Coefficient
REM 1.000
ACFO_ . 701877 1000
A_PROD .....0849%** -0.079***:  1.000
A_DISC ~0.556%** i 0.010 (-0.428***: 1.000
(COVID 19 0103*** | 0032 0120%** -0132°** 1000 . .
JGROWTH | ..70.129%** . 0017 :-0.141***: 0.206*** :—0.400"**: 1.000
v —0.111***1 0.335*** . _0.004 | -0.003 1.000
ROA *** —0.049 i—0.457%%*; 0.303%** | —0.197*** —0.164%**. 1.000
SIZE 0.067*** © 0.049** | 0.027 i-0.104***. 0.039* | 0.066** :0.189***: 0.001 ; 1.000
AD i —0.141%**% ¢ 0.042 i 0.130%*%* : 0.186%** : —0.427*** : 0.396*** : —0.013 :0.191***: 0.260*** :0.109***:

Note: t statistics in parentheses, * p < 0.1, ** p <0.05, *** p < 0.01.
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Table 5. Regression results according to each proxy of REM

Source: Authors’elaboration.

Variables A_CFO A_PROD A_DISC REM Absolute REM
1 2 3 4 5 6
0.009* : 0.001 0.005%** : —0.020%* : 0.027%**
COVID 19 et e et e e eea et e ettt e eee e et s et n e et e et et a et e et et ea e e be et e ettt et en e
AT o) 84 . 250 o BE8
0.001 0.001 0.000 0.000 0.006
GROWTH S e
I e 007) : (L14) 0.07) ... e AL1O)
v e 0.019"** ~0006™* 0.190%"* o 70004
(-4.29) (14.19)
0.336%** —1.602%%*
ROA bt ol e LA D
o (2354) (-30.53)
- -0.021* 0027%** . ..70072
B (714.32) .. (5:23) ... e \TAS09)
0.033%** —0.031%** 0.027*%*
NET'C ,,,,,,,,,, P
S (24.41) ... (2:13) e ST
D -0.004 0.011 —0.034%**
(-1.00) (0.84)
0.240%** —0.470%**
e \T049) (14.55) ... (77:98) .
N , 1,800 : 1,800

Note: t statistics in parentheses * p < 0.1, ** p < 0.05, *** p < 0.01. All four regression models evaluated the fit between
Pool OLS, FEM, and REM. The FEM model best fits the A_PROD and REM estimators, while REM best fits A_CFO and A_DISC.
However, all four models have variable variance, so they are overcome using FGLS regression.

Table 5 regression results for each model show that
there is a statistically significant difference during
the pandemic compared to before the pandemic,
supporting research hypothesis HI, specifically:
A_CFO changes sign from positive to negative, i.e.,
changes in the adjusted trend from income-de-
creasing REM pre-pandemic (coeflicient 0.05) to
income-increasing REM during the pandemic (co-
efficient -0.02) (Table 3). The regression coeflicient
of the COVID-19 variable (Table 5) is 0.009, with
a significance level of 10%, indicating increasing
REM during the pandemic due to a downward ad-
justment of extraordinary cash flows from opera-
tions to inflate real income (Roychowdhury, 2006;
Ryu & Chae, 2022).

The average abnormal cost of production (A_

PROD) is negative in both periods, indicating that
managers practice REM in the direction of in-
come-increasing REM (Table 3). The regression co-
efficient of the COVID-19 variable (Table 5) is 0.001,
indicating that the level of REM increases. However,
p-value>0.05 does not provide statistical evidence
that there is a difference in adjusting for abnormal
production costs before and during the pandemic.

The average abnormal variable cost (A_DISC)
has a positive sign in both periods, indicating

http://dx.doi.org/10.21511/imfi.20(2).2023.25

that managers tend towards income-increasing
REM (Table 3). The regression coefficient of the
COVID-19 variable (Table 5) is 0.005, at the 1%
significance level, providing statistical evidence
that there is an increasing level of REM during
the pandemic due to the use of income-decreas-
ing REM.

The mean REM values through the t-test in Table
3 and Table 6 provide statistical evidence for a dif-
ference between the two periods. The dominant
trend is that firms manipulate their earnings up-
ward, i.e income-increasing (Li & Zaiats, 2017)
during the pandemic. The regression results in
Table 5 show REM increase (coefficient 0.027, 1%
significance level, column 6). A positive beta indi-
cates a higher level of earnings governance during
the pandemic than before. This result supports hy-
pothesis H1 that the extent of REM increases dur-
ing the pandemic compared to pre-pandemic and
the trend of income-increasing REM.

For hypothesis H2, what is the trend in earnings
adjustment over the years during the pandemic?
The study conducted REM regression year-by-year
during the pandemic. The regression results in
Table 7 provide statistical evidence that, despite
the first year of the pandemic (2020), the REM in
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Table 6. REM measures result

Source: Authors’elaboration.

Trends REM according to Li and Zaiats (2017) Research result
Measure increasing : decreasing Trends REM Level of REM
C_CFO Abnormally low (=) Abnormally low (+) : Income—increasing Higher
wpros T hopormalyow ) Aonermalylow )L income-irsasing |- Haber -
A_DISC Abnormally high (+) Abnormally high (-) income—increasing Higher

Table 7. REM regression results by year during the pandemic

Source: Authors’elaboration.

Variables Pool OLS FEM FGLS
] -0.022%
PanEemICL
"""""""""""""""" (-1.72)
) 0.123%**
Pandemic2 :
"""""""""""""""" (3.63)
GROWTH | 0003 ..
"""""""""""""""" (0.46) (1.09) (080
0.485%**

LV 4444444444444444444

"""""""""""""""" (852
—1.401%**

ROA .

"""""""""""""""" (-931)
-0.011

SIZE :

"""""""""""""""" (<019
0.040*

AUD

"""""""""""""""" (184)
0.014

NETIC s

"""""""""""""""" (0.56)
-0.371

cons .

"""""""""""""""" (-0.53)

N 1800

R—sq 0.271

Note: t statistics in parentheses, * p < 0.1, ** p <0.05, *** p < 0.01.

the direction of downward adjustment of income
is lower than before the pandemic (pandemicl
= -0.022, significance level of 10%). However, in
the second year (in 2021), during the pandem-
ic, the regression coefficient (pandemic2 = 0.123,
at 1% significance level) showed the opposite re-
sult, meaning that managers practice income-in-
creasing REM more than income-decreasing
REM in the year 2021 and tend to adjust for in-
come growth differently from year one. This result
implies that the second year of the negative im-
pact of the COVID-19 pandemic on the financial
statement of the listed companies in Vietnam had
greater severity, prompting managers to adjust
earnings according to an upward trend to ensure
market expectations and avoid breach of debt cov-
enants to have enough operating cash flow in the
future. This data supports the findings of higher
earnings adjustment when natural disasters are
more severe, as found in Supavinee (2018).
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4. DISCUSSION

The research results show that the level of REM
during the pandemic is higher than before the
pandemic, supporting hypothesis H1 that there
is a difference in REM compared to before the
pandemic. The finding of this study is consist-
ent with results in similar studies on the impact
of COVID-19 on REM (Klomp, 2022; Yan et al.,
2022). This contradicts studies that observed a de-
crease in the level of REM during the COVID-19
pandemic (Xiao & Xi, 2021; Ljubisavljevi¢, 2022;
Kazemi, 2022) and during financial crises (Cimini,
2015; Filip & Raffournier, 2014).

In the first year of the pandemic, managers adopt-
ed a strategy of minimizing income to reserve for
the future in line with the “big bath” approach
in their first year (Cohen et al., 2008). Managers
maximize income for the second year of the pan-
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demic (more income-increasing earnings manage-
ment). The results of this study are consistent with
Klomp’s (2022) study across nine European coun-
tries. However, this result is inconsistent with the
findings of Xiao and Xi (2021) in China that state-
owned enterprises perform AEM more frequently
and more income-decreasing earnings manage-
ment during pandemic outbreaks and the study of
Ljubisavljevi¢ & Jakobsson (2022) in Sweden that
there is no change in REM.

Table 3 shows that during the pandemic, the
abnormal cash flow from operations decreased
(negative), indicating that the main direction
is income-increasing REM to avoid losses, con-
sistent with the assessment of Roychowdhury
(2006). Abnormal (positive) discretionary ex-
penses but lower levels during the pandemic
indicate that income-increasing earnings man-
agement, as argued by Li and Zaiats (2017), by
deferring, e.g., R&D investments, fewer costs
will be reported, leading to increased reported
earnings (Roychowdhury, 2006). Similarly, ab-
normal (negative) lower production costs during
the pandemic indicate that managers practice
income-increasing REM, as Li and Zaiats (2017)
argued, by reporting higher costs associated with
their production.

With data for two years during the COVID-19
pandemic, the level of earnings manipulation also
differs from the pandemic, and the trends are con-
trary from year to year. The level of REM in the
second year was higher than before the pandemic
and much higher than that in the first year (Table
7). This can be explained by the fact that, in the
first year (2020), Vietnam successfully controlled
the pandemic, and the impact of the pandemic on
business activities is not much. However, most of
the time, during the second year of the pandemic
(in 2021), Vietnam implemented social distancing,
economic activities were stalled, and the impact of
COVID-19 had a significant impact on the econo-
my. Therefore, businesses tend to implement REM
in an upward direction. This result is consistent
with the study of Supavinee (2018), i.e., the degree
of EM is directly proportional to the severity of
the natural disaster.

Combining the analysis results of Tables 3 and
5 shows managers’ motives and REM strategies

http://dx.doi.org/10.21511/imfi.20(2).2023.25

in the context of the pandemic. Both the beta
coefficients of ROA and NETIC are positive
(1.660 and 0.027, 1% significance level, column
6, Table 5), indicating that dynamic REM de-
pends on management’s expectation of achiev-
ing business objectives. Meanwhile, the beta
coefficients of LV, SIZE, and AD are all nega-
tive and statistically significant except for the
coefficient of LV (column 6, Table 5). This re-
sult shows that the REM strategy toward max-
imizing or minimizing income also depends
on the business characteristics and the level of
internal and external control. The beta coeffi-
cient of LV (column 5) is 0.19, and the 1% sta-
tistical significance level provides evidence that
LV also significantly affects the motivation and
strategy of REM of managers. This implies that
Vietnamese listed companies depend mainly on
external loans, which become the biggest moti-
vation for managers to adjust profits from pres-
sure to fulfill commitments to external parties.
Capital financing is mainly credit institutions
instead of shareholders.

Three points need to be discussed more closely.
One is that the REM is higher during the pan-
demic, but the upward adjustment trend in in-
come differs in magnitude. Second, the level of
REM in the second year is much higher than
in the first year, providing additional evidence
that the severity of the disaster or crisis is pos-
itively correlated with the level of REM. Third,
when comparing the trend of REM between two
years, it was found that in the first year, with
a lower level of impact of COVID-19, managers
implemented income minimization (“big bath”
approach). This finding reinforces the efficien-
cy view, which is informed by signaling theo-
ry, suggesting that managers use EM to signal
private information to capital market partici-
pants (Habid et al., 2022). However, when the
pandemic was seriously affected in the second
year, the management implemented the income
maximization strategy to enhance firm per-
formance. In return, managers will have cash
flow from sponsors and shareholders to main-
tain business operations in the short term be-
fore calculating longer-term goals. This finding
is consistent with the opportunistic view based
on agency theory (Habid et al., 2022). Managers
use REM to provide misleading information to
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achieve financial reporting goals to gain bene-
fits (Roychowdhury, 2006). In addition, the re-
search results also show that, during the pan-
demic, managers use the operating cash flow
adjustment technique compared to the other
two proxies. Because the managers wanted to

discharge the goods to recover or have money
to pay debts. When production activities are
restored, managers want to compensate for the
reduced output due to social distancing, so pro-
duction output often increased compared to be-
fore the pandemic.

CONCLUSION

The purpose of the paper is to examine trends and levels of REM in the context of the COVID-19
pandemic in Vietnam through the accounting data of 300 non-financial listed companies in
Vietnam. Research results have shown that REM during the pandemic was higher than before,
mainly towards an upward adjustment from pre-pandemic levels. The level of REM is mainly based
on the behavior of managers rather than on market motives and pressure from increasing investor
control since the investor protection environment needs to be more vital to prevent managers from
implementing REM. The REM trend changed during the epidemic years, depending on the pan-
demic’s severity and each business’s financial health, while the strategies and techniques of using
REM by managers of enterprises depend on specific contexts and economic factors. Accordingly,
the study provides evidence that the quality of financial reporting is lower during the pandemic.
Listed enterprises in Vietnam are mainly small- and medium-sized enterprises, using high finan-
cial leverage, leading to a higher vulnerability to shocks such as the pandemic. Therefore, in fi-
nancial difficulties, managers often use income maximization strategies to increase the ability to
borrow capital to maintain business operations. The REM technique mainly used by managers is
operating cash flow adjustment.

Like most other studies, this study also has limitations that open up future research directions. First,
the research data analyzed is only non-financial listed enterprises; additional research is needed for
the remaining listed companies to generalize the theory. Second, the study only assessed the pandem-
ic effect on REM, so there is a need for research to confirm the trade-off in applying two EM strategies,
REM and AEM, in the context of a pandemic. Finally, the study only confirmed the severity of the
pandemic over time. Further studies could explore the severity of the pandemic for businesses across
different sectors.
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