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Introduction 
With the occurrence of some mayor accounting scandals around the year 2001 accounting practices on Special Purpose Entities (SPEs) came into the spotlight when once large firms like Enron and WorldCom filed for bankruptcy. These firms, among others, were using SPEs to influence their financial reports.
The two most important accounting policies around are the United States Generally Accepted Accounting Policies (US GAAP) and the International Financial Reporting Standards (IFRS). US GAAP and IFRS had at the time of these mayor accounting scandals different accounting policies regarding SPEs. The two accounting rules have converged after the accounting scandals, but differences still remained.
As these accounting rules significantly impact the financial reports, differences in these rules would hinder their comparability. That would not help an investor to choose in which firm to invest. Therefore, the boards governing those two standards have decided in June 2003 to work together on a single standard on consolidation, which will include the treatment of SPEs. 
Also, with the occurrence of the financial crisis in 2008 SPEs came again in the spotlight when Lehman Brothers declared bankruptcy. A report from a court-appointed examiner suggests that Lehman Brothers used accounting tricks that created "a materially misleading picture of the firm’s financial condition in late 2007 and 2008"
. These tricks involved special purpose entities. Therefore it was decided to speed up the new project on consolidation to restore confidence in the financial reports. This new project is estimated to be finished in the final quarter of 2010. Will this be the end of using SPEs to influence the accounting numbers?
The study
The goal of this thesis is to study whether SPEs can still be used for earnings management under the new consolidation standard. The following problem definition precisely formulates the research goal of this thesis:
‘What is the effect of the new consolidation rules on the possibility of earnings management through the use of Special Purpose Entities in the two most important accounting standards, IFRS and US GAAP?’
In order to analyze this problem the following research questions are formulated:
· What are special purpose entities and what are they used for? 

· What definition of earnings management is suitable for this research?

· What are the possibilities of earnings management under the current rules of IFRS and US GAAP?

· What are the possibilities of earnings management under the coming new accounting rules?
The chosen research method is a literature study. An empirical research is not yet possible due to the fact that the new rules have yet to come into power. 

This study focuses on the requirement of consolidation to determine the possibilities of earnings management. The justification of this focus is elaborated upon in chapter 3.
Very little research has been done about the new consolidation standard, most likely because the rules are still under revision and have not yet come into power. It is a very important subject however, because it affects the reliability of the financial reports. 
This thesis is structured as follows. Chapter 1 will investigate what special purpose entities are and what they are used for. This chapter will cover the finance perspectives, while the accounting motivations are excluded from this chapter. Chapter 2 researches earnings management and its underlying motivations in order to choose a suitable definition of earnings management for this study. Thereafter chapter 3 will research the possibilities of earnings management under the current accounting rules of IFRS and US GAAP. Chapter 4 will research the possibilities under the new accounting rules. Chapter 5 concludes this study with an answer to the problem definition.  
Chapter 1: Special Purpose Entities

1.1 Introduction
This thesis researches the possibilities of earnings management through the use of Special Purpose Entities (SPEs). Before researching the possibilities of earnings management, this chapter will research what SPEs are and what they are used for. This is necessary to understand the forms of earnings management discussed in chapter 2 and the accounting issues presented in chapter 3. 
The current chapter is structured as follows. The first section will explain what SPEs are, followed by the main functions of a SPE. Thereafter will be explained how a SPE is created. At the end of this chapter follows a conclusion.
1.2 What are Special Purpose Entities?
Special purpose entity (SPE), also known as special purpose vehicle, “is a legally distinct entity with a limited life created to carry out a narrowly defined pre-specified activity for a “sponsor” company” (Dharan 2002; Hargraves and Benston 2002). This legally distinct entity can take the form of a corporation, joint venture, trust, partnership or a limited liability company. The narrowly defined pre-specified activity can be, for example, a large building project or  a collection of receivables. The sponsor company is the firm that has initiated the SPE. Gorton and Souleles (2005) considers the following characteristics as typical for SPEs:

· They are thinly capitalized;

· They have no independent management or employees;
· Their administrative functions are performed by a trustee who follows pre-specified rules with regard to the receipt and distribution of cash; there are no other decisions;

· Assets held by the SPV are serviced via a servicing arrangement;

· They are structured so that they cannot become bankrupt, as a practical matter.

A SPE is not a “real firm” in the sense that no one works for a SPE, all substantive decisions are made beforehand and it has no physical location. It merely exists on paper. Nonetheless, a SPE is a wholly independent entity. This independency is the key feature of a SPE, as will be explained in the next section. 

SPEs came into existence in the late 1970s. Hence, SPEs have been around for quite a long time, yet came into the spotlight only after the collapse of Enron. Enron used SPEs to influence its financial reports. Through the SPEs, Enron was able to hide losses and appear less risky. But in the financial crisis of 2008 SPEs played a part as well. Numerous financial institutions had invested in mortgage-backed securities, which are SPEs. 
1.2 What functions do special purpose entities have?

The narrowly defined pre-specified activity could also be executed in a “normal” subsidiary of the firm. A normal subsidiary however is not independent of the parent firm. According to Feng, Gramlich and Gupta (2006) and Gorton and Souleles (2005), the advantages of using an independent SPE are isolation of risks, avoiding bankruptcy costs and raising capital through securitization. These advantages are explained in the next section. The accounting reasons of forming SPE are discussed in chapter 3.

1.2.1 Isolation of risks 

One of the advantages of executing a project in a legally distinct entity instead of executing it in the books of the sponsor firm is that investors are more attracted to this construction. Because the activities of a SPE are restricted and predefined, the expected risks and cash flows are so too. When investing in the sponsor instead of using a SPE for this project the investor faces risk over all the projects the sponsor is carrying out. The sponsoring firm is not limited to a pre-specified activity since the firm has multiple projects to carry out and could start new projects.  “Thus, when it comes to investing in a project with well-defined risks and returns, many investors prefer the isolated and uniquely identifiable nature of a SPE to a more diffusely defined corporate form” (Dharan 2002). When the project is executed in a normal subsidiary instead of in a SPE the sponsor still could control the activities which could alter the risks and rewards. The investors want to be compensated for that uncertainty which raises the costs of capital. The investor is also not isolated from the risk that the parent firm goes bankrupt. For this reasons investors are more attracted to SPEs than to normal subsidiaries.
1.2.2 Bankruptcy costs

A second reason why SPEs are used is to avoid bankruptcy costs. SPEs are designed in a way that they cannot become bankrupt. The easiest way to exclude bankruptcy for a SPE is to have no creditors. Bankruptcy occurs in the occasion of non-payment of creditors. If creditors are non-existent, bankruptcy is not possible. However, this is not practical in situations where a project is executed in a SPE. The SPEs can be made bankruptcy remote, without the exclusion of creditors through the following actions, as listed by Standards and Poor’s (2002):

· Restrictions on objects, powers, and purposes;
· Limitations on ability to incur indebtedness;

· Restrictions or prohibitions on merger, consolidation, dissolution, liquidation, winding up, asset sales, transfers of equity interests, and amendments to the organizational documents relating to “separateness”;

· Incorporation of separateness covenants restricting dealings with parents and affiliates;

· “Non-petition” language (i.e., a covenant not to file the SPE into involuntary bankruptcy);

· Security interests over assets;  
· An independent director (or functional equivalent) whose consent is required for the filing of a voluntary bankruptcy petition.
The sponsor could also guarantee the debt of the SPE as a way to reduce the bankruptcy risks. However, the SPEs are designed to be bankruptcy remote so a bankruptcy of the sponsor should not affect the SPE. The guarantee is just an extra safety, the SPE should be independent and should not rely on the sponsor.

Bankruptcy is a process of transferring ownership of assets of a firm to its creditors in the case of failure of payment of creditors. This process is generally expensive, and the costs involved are known as bankruptcy costs. Since SPEs cannot become bankrupt it is more attractive to invest in a SPE. This lowers the cost of debt (interest) substantially as there should less risk premium. Gorton and Souleles (2005) confirm in their study that firms with high expected bankruptcy costs are the largest users of financing through SPEs. It appears that investors are indeed more attracted to financing through SPEs than financing a normal firm.
1.2.3 Raising capital through securitization

A third application of SPEs is to convert receivables into cash through securitization. Hartgraves and Benston (2002) explain how securitization works. Securitization is done by creating a new SPE that would acquire capital by issuing equity and debt securities, and use the proceeds to purchase receivables from the sponsoring company. Appendix 3 gives an schematic overview of a  securitization transaction. The sponsoring company often guarantees the debt of the SPE. 

Because the receivables have limited and reliable measured risk of non-repayment, a relative small amount of equity usually was sufficient to absorb all expected losses, thus making it unlikely that the sponsoring company would have to fulfill its guarantee. In this way the sponsoring company could convert receivables into cash to increase liquidity. Alternative ways to do this are loaning money or selling the receivables to a third party, known as factoring. Both of the alternatives are more costly, since interest over the debt has to be paid, and through factoring the receivables are sold at a discount. In securitization the debt holder could be repaid from the collection of the receivables or in case of a shortfall by the sponsor if the debt is guaranteed. Securitization also allows the sponsors to remove receivables from their balance sheets, and avoid recognizing the debt incurred in the SPE.  
1.3 Creation of a special purpose entity

The first step in the creation of a special purpose entity is forming an entity, for example a limited liability company.  The next steps can be followed in different order, but for understandability the following is the most logical. After the creation of the entity investors, unrelated to the sponsor, have to be attracted to contribute cash to the SPE for which they receive equity securities like shares. These investors are the new owners of the SPE but they cannot influence the SPE since all its activities are prescribed at the creation. The equity investors could receive dividends, depending on the results and the pre-specified agreements on the distribution of profits of the SPE. Usually they receive the residual return of the assets after paying the debt costs.
The next step is to attract investors willing to lend money to the SPE. On this loan, interest has to be paid to the debt-holders. With the money received from the investors the SPE can buy assets from the sponsoring firm. These assets will function as a collateral for the debt. These assets could be, for example, a machine or a group of receivables. The sponsoring firm receives cash for the assets it sold to the SPE. The sponsoring firm could guarantee the debt of the SPE. If the SPE generates too little revenues to pay the interest the sponsoring firm has to make up the deficit. Guarantees are usually given in SPEs established for securitization. Another possible method to reduce the risk to the investors is agreeing to incur a portion of the potential losses. The usage of the guarantee and the loss compensation agreement depends on whether such agreement influences the accounting treatment of SPEs. The accounting implications of SPEs are covered in chapter 3.

[image: image1]
The revenues of the assets sold to the SPE are expected to generate enough cash flow to pay the interest costs to the debt-holders. Equity investors also have to be attracted, since it is required that (at least a part of) the equity is owned by an unrelated party. Otherwise the SPE is not a distinct entity and the sale to the SPE will not be viewed as a “true sale”, meaning that the asset is not really sold but transferred to a subsidiary. To comply with the regulatory requirements of levels of equity owned by unrelated parties, investment banks usually can offer this “service”, either by finding other investors or by investing on behalf of themselves.
1.4 Conclusion on Special Purpose Entities
A special purpose vehicle, “is a legally distinct entity with a limited life created to carry out a narrowly defined pre-specified activity for a “sponsor” company”. The special features arise from its legal distinctness. This means that the SPE is an independent entity. SPEs are used to isolate risks and avoid bankruptcy costs to attract more investors and reduce the cost of capital. SPEs are also used in securitization. 
Besides the reason of forming SPEs to achieve easier financing, they are also used to achieve financial reporting objectives. The Securities and Exchange Committee (SEC) wrote in a study about SPEs that “While economic motivations for most asset transfers exists, some transfers of financial assets appear to be significantly, primarily, or even solely entered into with accounting motivations in mind (SEC 2005, p 45). 

Before examining the possibilities of earnings management through the use of SPEs, the next chapter will first cover the theory behind earnings management. 
Chapter 2: Earnings Management 

2.1 Introduction
This thesis researches the possibilities of managing earnings with the use of special purpose entities in the context of new accounting policies. The previous chapter has given an overview of SPEs. Before analyzing the current and upcoming accounting rules, it is necessary to have a broad understanding of earnings management. Therefore the research question guiding this chapter is: what definition of earnings management is best suited for researching earnings management through the use of SPEs? This chapter is structured as follows. First the question will be answered why accounting information is important. Thereafter it will be explained why management would involve itself in a practice like earnings management. After that, possible definitions of earnings management are given. Subsequently it will be explained what the difference of earnings management through the use of SPEs compared to “traditional” earnings management is, followed by a conclusion in which the definition for this research will be chosen.

2.2 Importance of financial reports and earnings
Earnings management would only have any effect if the accounting information in the financial report is used in decision making. If this would not be the case, then earnings management would not be an issue, since it would not have any effect.
A finance theory that doubts the relevance of accounting information is the efficient market hypothesis (EMH). The EMH is based on the assumption that capital markets react in an efficient and unbiased manner to publicly available information. According to Watts and Zimmerman (1986) the basis of the “(…)EMH is competition for information. Competition drives investors and financial analysts to obtain information on the firm from many sources outside the firm’s accounting reports and even outside the firm itself.” 

If investors and analysts uses several sources of information the stock prices would reflect all that information. The value of a firm is, according to finance theory, the present value of the expected future cash flows that a firm obtains. The stock price is consequently the firm value divided by the number of outstanding stocks.  As (most) earnings management does not affect cash flows, management could not opportunistically manipulate share prices by managing earnings. Consequently, the capital market could “see through” earnings management and undo the effects.

However, several studies contradict that investors “see through” earnings management. For example, Dechow, Sloan and Sweeney (1996) report that firms subject to a SEC investigation for earnings management show an average stock price decline of 9% when the earnings management is first announced. If investors could fully see through earnings management the stock price would not have reacted, according to the efficient market hypothesis. The fact that some managers engage in earnings management implies that the accounting information is relevant for decision making and that investors do not always see through the effects of earnings management. Accounting scandals such as Enron and WorldCom would not have happened if investors could see through earnings management. Appendix 1 provides a short list of other recent accounting scandals to see that Enron was no exception.
The same efficient market hypothesis (EMH) can also be used to research whether the financial reports are being used in decision making. A way to do this is the measure what  impact the release of financial reports has on the share prices. According to the EMH all publicly available information is rapidly and fully impounded into share prices in an unbiased manner as it is released. Deegan and Unerman (2006) states that “if security prices change around the time of the release of particular information, and assuming that the information and not some other event caused the price change, than it is considered that the information was relevant and useful for investment decision making.” A general conclusion that can be made from the extensive research on the stock price reaction after the release of financial reports, is that if the report contains information different from the expectations, the stock price reacts in the same direction of the unexpected earnings. These findings imply that investors are using the information from financial reports to make investment decisions. This makes accounting information and the earnings number important. 

The reason why investors find financial reports and in particular the earnings number valuable is because it is found to be the best predictor of future operating cash flows. Recall that the value of the firm is based on its future cash flows. In a study by Dechow, Kothari and Watts (1998) concerning the relation between earnings and cash flows, they found that earnings can be used to predict future operating cash flows and that it is a better predictor than current operating cash flows. The earnings number is “(…) accounting’s summary measure of a firm’s performance.” They also state that accounting earnings is widely used in share valuation and to measure performance in management and debt contracts.

2.3 Underlying theory of earnings management

As explained in the previous section, several stakeholders attach great value to the financial report. Many economic decisions are based upon the financial report, as explained in the previous section. But that does not explain why a manager would choose to manage earnings. A theory that does try to explain earnings management is Positive Accounting Theory.
Positive Accounting Theory (PAT) is a positive theory. A positive theory is a theory that seeks to explain and predict particular  phenomena as opposed to a normative theory which aims to provide prescription, for example about an optimal situation. PAT therefore seeks to explain and predict accounting practices. 

One of the first and most influential articles written on PAT is that by Watts and Zimmerman (1986). Their study focuses on the relationship between the various individuals involved in providing resources to an organization, and how accounting is used to assist in the functioning of these relationships. These relationships include relationships between shareholders and management and management and creditors. Many relationships involve the delegation of decision making from one party (the principal) to another party (the agent). These relations are known as agency relationships. 

2.4 Agency Theory

Jensen and Meckling (1976) define an agency relationship as "a contract under which one or more persons (the principal) engage another person (the agent) to perform some service on their behalf which involves delegating some decision making authority to the agent." However, delegating decision making authority to the agent can reduce efficiency. This can happen when the agent who performs the service for the principal does not perform with the same effort as the principal itself might have done. For example, when an owner of a firm (principal) delegates decision making authority to a manager (agent), the manager could perform with less effort than he would have if he had been the owner, since the manager does not directly receive the results of the firm. The costs related to the loss of efficiency by delegating the decision making authority in this agency relationship are known as agency costs. 

The agency theory assumes that all individuals, principals as well as agents, are driven by self-interest. From this assumption can be derived that the agent, unless restricted form doing otherwise, will undertake activities that are beneficial for him but could be damaging to the economic welfare of the principal. For example, a manager could go eating in luxurious restaurants or drive expensive cars paid for by the firm, since the manager would receive the full benefit but not the (full) costs. These incentive problems are, according to Lambert (2001), at the heart of the agency theory. He states that “typical reasons for conflicts of interest include (i) effort aversion by the agent, (ii) the agent can divert resources for his private consumption or use, (iii) differential time horizons, e.g., the agent is less concerned about the future period effects of his current period actions because he does not expect to be with the firm, or (iv) differential risk aversion on the part of the agent.” 

A manager driven by self-interest will select accounting methods in a way that he believes to maximize his personal wealth disregarding whether it might be unfavorable to the owners. The manager can be limited in doing so by setting up contracts and prescribe the accounting methods to be used. But this is very costly and it is impossible to have prescriptions for every situation. Furthermore, the manager has access to more information in comparison with the principal which may further increase the managers’ ability to maximize his personal wealth at the expense of the principals. Therefore, PAT proposes that there will always be possibilities for agents to opportunistically select accounting methods. This can explain why managers would involve in practices like earnings management.

2.5 Hypotheses of positive accounting theory (PAT)

PAT seeks to explain and predict accounting practices. Assuming a manager driven by self-interest in an agency relationship, it is possible to predict some accounting practices in certain situations. The three most influential hypotheses in the financial accounting literature are the bonus plan hypothesis of Healy (1985), the debt covenant hypothesis of Watts and Zimmerman (1986) and the political cost hypothesis of Watts and Zimmerman (1978).
2.5.1 The bonus plan hypothesis
A way to reduce the aforementioned agency costs in a manager-owner relationship is to get the incentives of the manager aligned with the owner. This can be done by offering the manager a bonus plan. A bonus plan is a form of compensation based on certain indicators. In this way the manager has the incentive to earn as much money as possible and keep costs as low as he can since it affects his bonus. However, bonus plans can also have side effects and the question arises what a good indicator of performance is. 
In practice bonus plans are based for example on stock price, level of output, customer satisfaction or based on accounting information like earnings. Accounting based information is the most used because it is a more efficient measure of performance than for example stock prices. Stock prices are largely outside the control of the management and therefore not a good isolated measurement of a manager’s performance.  If the bonus plan is based on accounting information like earnings, the manager has the incentive to use certain accounting policies that influence those accounting numbers. Yet, stock prices can also be influenced by the financial reports, which provides the manager with another opportunity to engage in manipulation of accounting numbers. 
Bonus plans can take many forms and be based on diverse indicators. The bonus plan hypothesis of Healy (1985) predicts that once bonus schemes are in place, managers will, to the extent that they can get away with it, manipulate performance indicators to maximize their own wealth. Also, when a bonus is determined by reaching some target, for example earnings, and that target is reached, the manager has the incentive to stop performing and delaying the (recognition of) earnings so that the target is more easily reached next year. Or when it is certain the target will not be reached this year performance will be delayed so that next year the target may well be reached. Whatever the form of the compensation contract is, positive accounting theory predicts that whenever a manager has the opportunity to take actions that will increase his wealth he will take them.
2.5.2 Debt covenant hypothesis

A debt covenant is a contract between the lender and the borrower that restricts the borrower to operate within certain limits to avoid the increase of risk of default (non-repayment of the debt). Usually, the borrower must keep ratios like solvency, liquidity, debt/asset and interest coverage ratio within certain boundaries. These debt covenant contracts are put into place to reduce agency costs that can arise when the borrower can undertake activities that are beneficial for the borrower but reduce the probability that the loan will be repaid to the lender. This can happen when a borrowing firm is paying out excessive dividends which reduce the ability to repay the debt, or take on extra levels of debt which leads to more lenders to compete for repayment. Another action that the borrowing firm can undertake is to invest in very high-risk projects. If the project is successful, the borrowing firm has the full profit but the lenders only have the fixed claim. If the project is unsuccessful, the borrowing firm loses money and this may diminish the possibility of repayment. Thus the lender does suffer from the consequences of  a risky project. To reduce these costs debt covenant are agreed upon. 

However, when the debt covenants are put into place the debt covenant hypothesis, described by Watts and Zimmerman (1986), predicts that the management of the borrowing firm will try to manipulate the accounting numbers to keep the (accounting based) debt covenants within the limits. Several studies confirm this hypothesis, like DeFond and Jiambalvo (1994) who provided evidence of managers manipulating accounting numbers in the years around the violation of the debt covenant, and Sweeney (1994), who found that found that firms who are approaching violation of the debt covenant have the tendency to adopt accounting policies that increase income. Whatever the form of the debt covenant contract is, positive accounting theory predicts that whenever a manager has the opportunity to take actions are beneficial for him he will take it, regardless of the damage to the lender.
2.5.3 The political cost hypothesis

Some firms, especially the larger and famous firms, can receive negative attention from various groups like labor unions, environmental lobby groups, government and consumer groups. These groups may discredit a firm for excessive profits, demanding extra taxation or higher wages for its employees. For example an extra tax on the banking industry or for the oil industry or higher wages and better working conditions for suppliers of Wall Mart. Also the environmental groups may call for a boycott if they think that a firm does not produces “clean” enough. For instance British Petroleum who is facing a lot of negative attention due to the large oil spill in the Mexican Gulf. The adverse attention may result in extra costs for the firm, like the higher taxes, increased labor costs or product boycotts. These costs are known as political costs.

The political cost hypothesis, formulated by and Zimmerman (1978), predicts that when a firm faces political costs the firm will try to reduce the adverse attention by adopting accounting policies that reduce reported earnings. Lower earnings reduces the attention of the various interest groups and as a result save costs. As Watts and Zimmerman (1978) states “by avoiding the attention that high profits draw (…) management can reduce the likelihood of adverse political actions and, thereby reduce its expected costs”. The reported earnings in the media seldom discloses the accounting policies used to calculate the earnings and thus making it unlikely that the various interest groups could “see through” the manipulation. 

2.5.4 Conclusion on the hypotheses

PAT predicts that managers will opportunistically choose accounting policies that will maximize their wealth. The bonus plan hypothesis of Healy (1985) predicts that once bonus schemes are in place, managers will, to the extent that they can get away with it, manipulate performance indicators to maximize their own wealth. The debt covenant hypothesis, described by Watts and Zimmerman (1986), predicts that the management of the borrowing firm will try to manipulate the accounting numbers to avoid breaching debt covenants. The political cost hypothesis, formulated by and Zimmerman (1978), predicts that a firm will adopt accounting policies that limit the political costs.
Deegan and Unerman (2006) indicate that the three hypotheses may have opposing effects by choosing accounting policies that maximize the managers’ bonus, as well as prevent breaching debt covenants and at the same time avoiding political costs. As wealth maximization is assumed, managers will adopt accounting policies in a way that balances the conflicting interest and thus maximizing his own wealth. 
2.6 Definitions of earnings management
For this research about the possibility of earnings management through the use of SPEs it is necessary to have a clear definition of what exactly earnings management is. It is not easy to give one definition of earnings management as the earnings management literature is extensive and uses different definitions. As it is a broad subject, this study needs the right and distinct definition of earnings management. According to Ronen and Yaari (2007) the definitions of earnings management can be divided into three groups. 

	White
	Grey
	Black

	Earnings management is taking advantage of the flexibility in the choice of accounting treatment to signal the manager’s private information on future cash flows


	Earnings management is choosing an accounting treatment that is either opportunistic (maximizing the utility of management only) or economically efficient


	Earnings management is the practice of using tricks to  misrepresent or reduce transparency of the financial reports



	Ronen and Sadan (1981),
Demski, Patell, and Wolfson (1984),

Suh (1990), Demski

(1998), Beneish (2001),

Sankar and Subramanyam (2001)
	Fields, Lys, and Vincent

(2001), Scott (2003) 


	Schipper (1989), Levitt

(1998), Healy and Wahlen 
(1999), Tzur and Yaari(1999),
Chtourou, Bédard, and Courteau (2001), 
Miller and Bahnson (2002) 


From: Ronen, J., & Yaari, V.L. (2008), ‘Earnings management: Emerging insights in Theory, Practice and Research’, New York: Springer, p.25
The white group represents the movement within the earnings management literature who consider earnings management to be a positive phenomenal. For example Baneish (2001) writes that “managerial discretion is a means for managers to reveal to investors their private expectations about the firm’s future cash flows.” Hence the accounting treatment chosen by management fully reflects the management’s view on the performance of the firm. This would make the annual report more valuable. The question arises if this is also true when the management is dishonest about their future expectations. 

The grey group represents the movement within the earnings management literature who considers earnings management to have both positive and negative effects. For example Field, Lys, and Vincent (2001) writes that earnings management “(…) can be either value maximizing or opportunistic.” Earnings management can be value maximizing in the sense that choices in accounting treatment “can be informative (…) and such information is lost when the accounting system does not provide for judgment.” Managers can be opportunistic for the reason that “at least some users of accounting information must be either unable or unwilling to unravel completely the effects of the earnings management.” Managers could, for example, opportunistically use earnings management to get higher compensation. 
The black group represents the movement within the earnings management literature who considers earnings management to be a negative phenomena. Schipper (1989) describes earnings management as “a purposeful intervention in the external financial reporting process(…) with the intend of obtaining some private gain (…).” Management will choose opportunistically the accounting policies that will maximize their own wealth regardless of the possible negative effects of other stakeholders. 
Notice that this earnings management definition does not only focus on the earnings number. It focus on everything in the financial report. This includes balance sheet items like assets and debt. These balance sheet items are important to investors and analysts because they determine financial ratios like the debt/equity ratio.

To choose the right definition of earnings management there has to be looked at the purpose of the use of the special purpose entities in respect to the “traditional” form of managing earnings through accruals. What accruals are and how they make earnings management possible is explained in the next section. Thereafter will accrual-based earnings management be compared with SPE-based earnings management in order to choose the right definition for this research.
2.7 Earnings management with accruals
The difficulty in financial accounting is that a manager has to make judgments in determining what accounting policies to adopt. Healy and Wahlen(1999) describes for example, that “judgment is required to estimate numerous future economic events that are reflected in financial statements, such as expected lives and salvage values of long-term assets, obligations for pension benefits and other post-employment benefits, deferred taxes, and losses from bad debts and asset impairments.” Managers must also choose what accounting method to use for depreciation (i.e. straight line) or valuing inventory (LIFO, FIFO or weighted average). It is also this judgment that creates the opportunity to steer the accounting numbers in certain directions. 

Judgment in financial reporting is required because it is not based on real cash flows but on accruals. Cash flows arise when the firm receives money from their customers or when it pays it suppliers, so when a real transaction occurs. Cash flows can be very volatile, for example when a new expensive factory is build that will last for 20 years. In the year the factory is paid there is a great cash outflow. To give a more comparable and stable performance of a firm, the costs and revenues have to be attributed over a certain period. This is known as accrual accounting. 
According the FASB
 (1985), “accrual accounting attempts to record the financial effects on an entity of transactions and other events and circumstances that have cash consequences for the entity in the periods in which those transactions, events, and circumstances occur rather than only in the periods in which cash is received or paid by the entity”. FASB continues by stating that the goal of accrual accounting is “(…) to relate revenues, expenses, gains, and losses to periods to reflect an entity's performance during a period instead of merely listing its cash receipts and outlays. Thus, recognition of revenues, expenses, gains, and losses and the related increments or decrements in assets and liabilities—including matching of costs and revenues, allocation, and amortization—is the essence of using accrual accounting to measure performance of entities.”
Earnings management based on accruals can therefore be defined as steering the “recognition of revenues, expenses, gains, and losses and the related increments or decrements in assets and liabilities—including matching of costs and revenues, allocation, and amortization” to influence the financial report.
The effect of earnings management based on managing accruals will reverse in time. If earnings are incremented by increasing the amortization period, which will lower the costs for this period, the costs will be divided over more years which will lower earnings in those periods. Over the whole life of a firm the total earnings should be equal to all cash inflows minus all cash outflows.  The total of accruals should be zero. Earnings management in this case causes only temporary effects. Also accruals are visible on the balance sheet so earnings management can be detected when accruals reach unexpected levels. Due this transparency the financial reports can thus be corrected and undo the effects of earnings management. 
The choice the management has regarding the accounting policies could also be valuable. The management has the most information to make the judgments. With earnings management the management could be signaling managements expectations of cash flows. This corresponds with the white definition of earnings management from the previous section. Earnings management could also be viewed as having a different judgment about some estimation. While a manager may choose accounting policies as such he expects the future’s business to be, someone else could disagree and call it earnings management. This makes it hard to detect earnings management based on accruals. Several studies measure unexpected levels of accruals as a indicator for earnings management. A lot of these studies find it difficult to provide evidence that earnings are managed, since it requires to estimate normal levels of accruals. It could always be that the rise in accruals corresponds with manager’s expectation about future economic events.
Earnings management through the use of SPEs is fundamentally different than accrual based earnings management. While accrual based earnings management can be seen as taking advantage of the flexibility in the choice of accounting treatment, SPE-based earnings management has the deliberately intension of using tricks to misrepresent or reduce transparency of the financial reports, as explained in the next section.
2.8 Differences of accrual-based and SPE-based earnings management
Although the goal of both types of earnings management is to influence the accounting numbers a clear distinction can be made. The main differences between accrual-based earnings management and earnings management through the use of SPEs are the level of effort put into it and the difficulty to unwind its effects. 
Special purpose entities set up for accounting purposes are complex legal structures which often requires the hiring of lawyers, investment bankers, consultants and accountants. The transactions that are needed to create the financial structures requires the consent of senior management and the board of directors and thus, as Dharan (2003) put it, an “organizational commitment to earnings management”.  This organizational commitment is not necessary for accrual based earnings management since it is easily done through accounting decisions and does not require the formation of SPEs. Dharan (2003) also states that accrual based earnings management is “usually done by a lone manager of a small group of managers” to “(…) keep costs within budgets or to get revenues to meet desired sales targets.” This form of earnings management only affects the earnings number unlike SPE-based which also affects balance sheet items, like the level of debt. These balance sheet items make up several performance indicators. The scale and the intention of SPE-based earnings management is so different from accrual management that a firm who conducts this practice may well be characterized, according to Dharan (2003) by “a large-scale breakdown of internal controls to prevent earnings management, not to mention a general corporate climate of accepting false performance reports as representing reality.”
The second difference is the difficulty to detect earnings management through the use of SPEs. While accruals are clearly visible on the balance sheet, SPEs are not. SPE can be specifically designed to be  kept off balance sheet. This makes it hard to detect earnings management through SPEs and to adjust the financial reports for its effects. Also recall that accrual based earnings management will reverse and that the effects of it disappear in time. This is not the case with special purpose entities. Once the assets and liabilities are moved to a SPE they are impossible for an investor to track. The assets and liabilities will not reappear on the balance sheet unless by choice of the management. The effects of earnings management through the use of SPEs will thus not reverse in time. This makes it very hard if not impossible to correct the financial reports for the effects of earnings management. For example if debt is hidden in a SPE it is almost impossible for an investor to estimate how and when the debt will have an effect on the financial reports. Large scale earnings management through the use of SPEs could lead to a sudden and quick failure of a firm, like Enron, and therefore it is very important for investor to take SPEs into account.
2.9 Conclusion: The right definition for this research

The research question for this chapter was:  what definition of earnings management is best suited for researching earnings management through the use of SPEs?

Earnings management through the use of SPEs is fundamentally different from accrual-based earnings management. Recall from the definitions section the three main definitions of earnings management. The white definitions describes earnings management as taking advantage of the flexibility in the choice of accounting treatment to signal the manager’s private information on future cash flows. The grey states that earnings management is choosing an accounting treatment that is either opportunistic (maximizing the utility of management only) or economically efficient. Accrual-based earnings management would fit either in the white or grey definition, depending on the belief that earnings management is used for signaling managements expectations of cash flows or that management uses its freedom of accounting choice for maximizing their own wealth. Positive Accounting Theory predicts that managers would choose accounting policies that will maximize their own wealth.
As earnings management through the use of SPEs is fundamentally different then accrual-based earnings management, it requires a different definition. The main differences between accrual-based earnings management and earnings management through the use of SPEs are the level of effort put into it and the difficulty to unwind the effects. SPE-based earnings management goes beyond taking advantage of the flexibility in the choice of accounting treatment. When management form SPEs to deliberately influence the accounting numbers it is  “(…) using tricks to  misrepresent or reduce transparency of the financial reports”. This is the black definition. Thus, for performing the research the definition of earnings management will be:

“Earnings management is the practice of using tricks to misrepresent or reduce transparency of the financial reports”.
Investors and regulators are, not surprisingly, discontented with management through the use of SPEs and the difficulty to unravel its effects. After the collapse of Enron, the SPEs came into the spotlight of the regulators. Chapter 3 researches the possibilities of earning management through the use of SPEs under the current accounting rules.
Chapter 3: Earnings management with special purpose entities

3.1 Introduction

Previous chapters have explained what special purpose entities are and have given a definition of  earnings management. Earnings management is the practice of using tricks to misrepresent or reduce transparency of the financial reports. Earnings management through the use of SPE then is the practice of using tricks with special purpose entities to misrepresent or reduce the transparency of the financial reports. 
The research question of this chapter is: What are the current possibilities of earnings management through the use of special purpose entities currently under IFRS and US GAAP?
The chapter is structured as follows. First will be explained what accounting tricks with SPEs could be possible in order to engage in earnings management. Thereafter will be explained on what accounting rules the possibility of earnings management depends. After that the relevant accounting rules of IFRS and US GAAP will be discussed, followed by a conclusion. 

3.2 Earnings management through the use of SPEs
Earnings management has been defined as the practice of using tricks to misrepresent or reduce transparency of the financial reports.  The most used tricks to misrepresent or reduce transparency of the financial reports that are possible through the use of SPEs can be, derived from Dharan (2003), categorized into three types:

1. Hiding new debt

2. Managing the earnings

3. Hiding of assets
The three methods will be discussed below. Note however that the tricks are explained in general, due to new accounting policies the tricks may no longer be effective or it would require more complicated structures. For understandability the simple examples are given. The accounting rules are discussed later on. 
3.2.1 Hiding new debt

The level of debt of a firm determines its risk of bankruptcy, since the debt and the interest have to be paid. The riskiness determines the cost of capital of a firm. When the perceived levels of debt, and thus its perceived riskiness, are lower the costs of debt of the firm decrease. Firms that want buy certain assets but are in need of money but that do not want to recognize new debt on their balance can finance themselves off-balance sheet. Instead of the firm borrowing the money by itself, it creates a SPE which borrow the money. The SPE then buys the assets with the loaned money and leases these assets to the sponsor. The lease payments cover the costs of the debt of the SPE. 
Example

Firm A buys a new office for €500,000. Firm A does not have €500,000 so it requires a loan .It can finance itself either on-balance or off-balance .Suppose firm A has €100,000 earnings. The balance sheet of firm A before the new office is build:
	Balance sheet A 31 Dec 2010
	 

	Assets
	1,000,000
	Equity
	800,000

	
	
	Debt
	200,000

	
	1,000,000
	
	1,000,000


· If firm A finances themselves on-balance sheet:
	Balance sheet A 31 Dec 2010
	 

	Office
	500,000
	Equity
	800,000

	Other assets
	1,000,000
	Debt
	700,000

	
	
	
	

	
	1,500,000
	
	1,500,000


The debt incurred for the new office is on the balance sheet, as well as the office itself. The Debt/Equity ratio is in the case 700,000/800,000 = 0.875 The return on assets is 100,000/1,500,000 = 0.067
· If firm A creates a SPE that loans the money and then leases the office of the SPE to firm A:
	Balance sheet A 31 Dec 2010
	 

	Assets
	1,000,000
	Equity
	800,000

	
	
	Debt
	200,000

	
	1,000,000
	
	1,000,000


In this case there is no new debt incurred. The office also does not appear on the balance sheet. Here the debt/equity ratio is 200,000/800,000 = 0.25. The return on assets is 100,000/1,000,000 = 0.10. By creating a SPE that buys the assets and leases it to the sponsor the performance indicators improve.
3.2.2 Managing the earnings
If a SPE can qualify as a legally distinct entity that stands alone and does not belong to the sponsoring firm there is an opportunity for earnings management. To qualify as a legally distinct entity it must (appear to) be owned and controlled by a third party. Yet it is necessary for earnings management to control the SPE in order to act on behalf of the sponsor. The tricks to hide control over a SPE are covered in section 3.3 and further.
The SPE could buy for instance assets from the sponsor at a price higher than what the market would give for and at a time when the management wants to boost the earnings. This is only beneficial for the stakeholders of a SPE if they are related to the sponsor or get otherwise compensated. 
Example:

The manager of firm B gets a bonus if the revenue exceeds €2,000,000. It is almost the end of the year and the revenue is only €1,900,000. To boost the revenues the manager creates a SPE which buys goods from firm B at a price determined by the manager of firm B worth of €150,000. The revenue are now €2.050,000 and the manager gets his bonus.
3.2.3 Hiding of assets
Another trick that is possible is hiding assets. If assets, like an investment, are not yielding what was expected it has a negative effect on performance. The investment could also have to be written off to its true value depending on the accounting rules. To hide the underperforming asset, it can be moved to a SPE. It requires a SPE that on paper does not belong to the firm but still the yields of the asset will flow to the firm. Removing assets from the balance sheet but still receive its cash flows also improves the return on assets ratio.
SPEs can also be used to hide normal assets, like an airplane, form the balance sheet. The airplane can be sold to the SPE and the airplane could be leased back to the sponsor. These transaction are known as sale-and-leaseback transactions. The advantage of this practice is to improve ratios like return on assets or to increase liquidity with the proceeds of the sale. 
Example:
Firm B has made a investment of €250,000  in a new firm. At first the investment looked promising but now it appears a failure and the value of the investment now is only €100,000 . To hide the underperforming investment it could be sold to a SPE. This would prevent the investment from appearing in the balance sheet but still the yields will flow to firm B. If the investment should, due accounting rules, be valued at fair value moving the investment to a SPE also prevents taking a loss of €150,000  on the investment.
3.3 Relevant accounting rules for earnings management through SPEs
SPEs can be used to misrepresent or reduce transparency of the financial reports. The accounting issue regarding SPEs is whether the SPE should be seen as a part of the sponsor. Gortan and Souleles (2005) states that “the existence of SPEs raises important issues for the theory of the firm: What is a firm and are its boundaries? ” All the mentioned accounting tricks in the previous section would not be possible if the SPE was seen as part of the sponsor. 
Thus, the primary accounting issues regarding these SPEs are, according to Hartgraves and Benston 2002 “whether they should be consolidated into the sponsor’s (or primary beneficiary’s) financial statements or left “off-balance sheet”, and whether the sponsor should be able to treat gains and losses resulting from transactions with SPEs as independent, arm’s-length transactions” 
This research will only focus on the accounting rules on consolidation. The possibility of earnings management does often also depend on other accounting rules like sale-accounting and lease-accounting. The focus of this research is consolidation, since earnings management through the use of SPEs is certainly not possible when the SPE is consolidated. Note however that if an entity is not consolidated the possibilities of earnings management can also be limited by other accounting rules. The other rules are not considered in this study.

The next section will explain what consolidation is, followed by what the consolidation rules are for SPEs under IFRS and US GAAP.

3.3.1 Consolidation

In a consolidated financial statement all assets, liabilities, income and costs of the parent firm and all its subsidiaries are shown as if it were one firm. This means that all assets and all liabilities are counted, no matter to what subsidiaries they belong. Also consolidation corrects the results for intercompany transactions. The result is, that when a SPE fall under the criteria of a subsidiary that there is no accounting result in selling or buying assets from or to a SPE, nor does it matter whether the debt is incurred in the SPE or in the sponsor. This would make earnings management through the use of SPEs impossible. 

Different accounting rules have different interpretations of the term subsidiaries. This research focuses on the two most important accounting rules in the world: US GAAP and IFRS. Under the current rules of IFRS and US GAAP there are differences in the accounting qualification of subsidiaries. 
However, as noted earlier, the issue is whether the SPE should be consolidated or not. If consolidation of all SPE would prevent earnings management, then why not require all SPEs to be consolidated? The reason is that not all SPEs are used for earnings management. Thus requiring to consolidate all SPEs would therefore not improve the quality of the financial reports. If a SPE truly is a unrelated stand-alone entity then consolidation of the SPE would distort the financial report, because a sale to that SPE should really count as a sale and the asset should not still appear on the balance sheet. Also, if SPEs that are not part of the firm are consolidated then the firm would appear larger. Investor might be willing to lend more money to that firm since there are more assets as collateral. To avoid these distortions, there have to be clear accounting rules that determine when a SPE should be consolidated to achieve financial reports that reflect the economic reality. 
To best reflect the economic reality all SPEs that are part of the firm should be consolidated. The question is how to determine when a SPE is part of the firm. Criteria can be, for example, when the firm has the majority of voting rights of the SPE or when the firm has the power to control the SPE. Earnings management is only possible if the firm can in some way control the activities of the SPE but does not have to consolidate the SPE. Firms that want to engage in earnings management through SPEs must hide control over a SPE as such that it does not meet the consolidation criteria. Recall from chapter 1 that SPE could have all their activities predefined at creating. 
To see how accounting standards cope with this issue, the next section will explain the current accounting rules on consolidation under IFRS and US GAAP.
3.4 International Financial Reporting Standards (IFRS)
The basis of consolidation under IFRS as set out in IAS 27 is control. All entities that are under control should be consolidated in the financial reports. IFRS defines control as the power to govern the financial and operating policies of an entity so as to obtain benefits from its activities.
To help in determining whether a entity is controlled IFRS provided guidelines. Control is presumed when the parent acquires more than half of the voting rights of the entity. Even when more than one half of the voting rights is not acquired, control may be evidenced by power: 
· over more than one half of the voting rights by virtue of an agreement with other investors, or

· to govern the financial and operating policies of the entity under a statute or an agreement; or

· to appoint or remove the majority of the members of the board of directors; or

· to cast the majority of votes at a meeting of the board of directors.

A Special Purpose Entities (SPEs) however often does not meet the criteria, since (part of) the equity is held by a third party which has the majority of voting rights. Also all activities are pre-specified it the sponsor does not have the power to govern the financial and operating policies of the entity. Therefore under these rules earnings management through the use of SPEs would be possible. However, to deal with SPEs IFRS has issued a additional interpretation on the subject of control, called SIC 12 Consolidation – Special Purpose Entities.
SIC 12 provides other indicators of control, based on risks and rewards for SPEs. SPEs should be consolidated where the substance of the relationship indicates that the SPE is controlled by the reporting entity. 
SIC 12 states that control of a SPE by an entity may be indicated if:

· The SPE conducts its activities to meet the entity's specific needs

· The entity has decision-making powers to obtain the majority of the benefits of the SPE's activities

· The entity is able to obtain the majority of the benefits of the SPE's activities through an 'auto-pilot' mechanism

· By having a right to the majority of the SPE's benefits, the entity is exposed to the SPE's business risks

· The entity has the majority of residual interest in the SPE
SIC 12 assumes that no parent entity will acquire the majority of the economic benefits unless it has control over the SPE and as a result the firm who receives the majority of the economic benefits of the SPE must consolidate the SPE. This may even arise where the activities of the SPE are predetermined or where the majority of voting or equity are not held by the sponsor. 
Earnings management under IFRS through the use of SPEs is difficult, since there are no strict rules, but only principles who gives indication when a SPE should be consolidated. If there were strict rules formulated then maybe it would be possible set up a SPE as such that it does not have to be consolidated. But because of the lack of strict rules it can be very difficult to determine control. There are a lot of ways to hide control through financial instruments. Also an equity interest in an entity to receive (part of) the residual income could be hidden in lease or debt contracts.
Furthermore, control is defined as the power to govern the financial and operating policies of an entity so as to obtain benefits from its activities. It focus only on the benefits from its activities, but it does not state whether the benefits could be negative. There can be a contracts or an agreements with a SPE where the only outcome is a negative return. Such situation would fail to meet the criteria of control and is not consolidated. Examples of such contracts are guarantees of the debt of the SPE and an obligation to share in the potential losses.
Even if the SPE does not have to be consolidated and thus not appear on the balance sheet IFRS still requires extensive disclosure on significant transactions with unconsolidated entities. 
3.5 United States Generally Accepted Accounting Principles (US GAAP)

The consolidation rules under US GAAP have undergone a lot of changes and revisions since the accounting scandal of Enron. The latest consolidation rules date from June 2009. According to Robert Herz, chairmen of the FASB
, were “These changes (…) proposed to address concerns about companies who were stretching the use of off-balance-sheet entities to the detriment of investors.” The rules on consolidation under US GAAP are more complex than under IFRS. See for a flowchart to which consolidation model to choose appendix 2.
The basis of consolidation under US GAAP is controlling financial interest. So IFRS as well as US GAAP has, as underlying basis, a form of control. The differences with IFRS are in the determination of control. To determine whether an entity should be consolidated numerous rules have to be checked.

The first step in determining the requirement of consolidation is to check whether the entity falls in the special scope exceptions of ASC 810-10-15-12&17. Among these exceptions are employee benefit plans entities, not-for-profit entities and life insurance entities. There are also scope exception when the entity clearly runs a business, for example it has employees and a building. The scope exception for businesses does not apply when: 
· The legal entity is designed so that substantially all of its activities either involve or are conducted on behalf of the reporting entity and its related parties.

· The reporting entity and its related parties provide more than half of the total of the equity, subordinated debt, and other forms of subordinated financial support to the legal entity based on an analysis of the fair values of the interests in the legal entity.

· The activities of the legal entity are primarily related to securitizations or other forms of asset-backed financings or single-lessee leasing arrangements.

Already here it is clear that US GAAP tries to prevent earnings management through the use of SPEs. If an entity falls under the scope exceptions the voting interest model should be applied. In the voting interest model control is determined by having the majority of the voting rights or rights similar to voting rights. SPEs that could be used for earnings management do not qualify for the exceptions.
If the SPE does not fall under these exceptions the next step is to check whether the entity meets the deferral conditions of ASC 810-10-65-2(aa). The deferral conditions apply to an entity in which the “parent has a interest (1) that has all the attributes of an investment company or (2) for which it is industry practice to apply measurement principles for financial reporting purposes that are consistent with those followed by investment companies”. The deferral does not apply in situations where the parent has obligation to fund significant losses of an entity. The deferral also does not apply to interests in securitization entities, asset-backed financing entities, or entities formerly considered QSPEs. QSPE are qualifying special purpose entities, a term known in previous US GAAP rules, describing securitizing entities that should not be consolidated. In addition, the deferral applies to registered money market funds, even if the money market fund manager has an explicit or implicit obligation to fund losses of the entity.
A SPE whose main activity is holding securities of other firms for investment purposes is most likely meeting the criteria of the deferral conditions. The sponsor/parent should also has no obligation to fund significant losses of the SPE. Earnings management through the use of these types of SPEs is unlikely, so assume the SPE does not meet the criteria of an investment company.

The following step is to determine whether the sponsor/parent has a potential variable interest in the entity. The parent/sponsor has a potential variable interest entity (VIE), as stated in ASC 810-10-20, when it has a “contractual, ownership, or other pecuniary interests in a VIE that change with changes in the fair value of the VIE’s net assets exclusive of variable interests.” In addition, ASC 810-10-55-19 states that “variable interests absorb or receive the expected variability created by assets, liabilities, or contracts of a VIE that are not, themselves, variable interests.” As this is very hard to read, let alone determining when a firm has a VIE, there will only be looked at the simplified factors relevant for a SPE. A firm has, in general, a variable interest in a entity when the performance of that entity influences the returns the firm receives or has to pay, therefore the firm absorbs the variability of the performance. For example normal shares with dividends depending on the profits. But also contracts like put-options or long-term debt. The repayment of long term debt depends on the performance of the entity. It could also be a lease agreement with a fixed price purchase option or a residual value guarantee. 
The VIE concept has been put into place to capture al sorts of indirect control. It describes numerous contracts and constructions that could give indirect control. If the parent/sponsor does not have a VIE in an entity then the majority voting model applies. This is important for a SPE. If the sponsor/parent does not have a VIE in an entity and does not have the majority of the voting rights the SPE is not consolidated.
If the parent/sponsor does have a VIE in an entity then there are again criteria to be checked. The entity in which the sponsor/parent has a VIE shall be consolidated if one of the following (simplified) conditions are met: 

A. The total equity investment at risk is not sufficient to permit the legal entity to finance its activities without additional subordinated financial support provided by any parties, including equity holders
B. As a group the holders of the equity investment at risk lack any one of the following three characteristics:
1. The power, through voting rights or similar rights, to direct the activities of a legal entity that most significantly impact the entity’s economic performance.
2. The obligation to absorb the expected losses of the legal entity 

3. The right to receive the expected residual return of the legal entity

C. The equity investors as a group are considered to lack the characteristic in B1 if both of the following conditions are present:
1. The voting rights of some investors are not proportional to their obligations to absorb the expected losses of the legal entity, their rights to receive the expected residual returns of the legal entity, or both. 

2. Substantially all of the legal entity’s activities (for example, providing financing or buying assets) either involve or are conducted on behalf of an investor that has disproportionately few voting rights.
These conditions makes it very hard to hide control over a SPE. If these conditions are not met, then consolidation depends on the majority voting model. If these conditions are met and the sponsor/parent is the primary beneficiary, then the entity should not be consolidated. Even if an entity is not consolidated than it still requires extensive disclosures that also have to describe how the involvement with the VIE affects the reporting entity’s financial position, financial performance and cash flows. The primary beneficial is defined as the one having “the power to direct the activities of a VIE that most significantly impact the VIE’s economic performance. It could be that more than one firm has a VIE that meets all the above mentioned criteria. But there is only one firm who is the primary beneficiary, as there could only be one party that is in control, and that firm should consolidate the VIE. 
Under these new and extensive US GAAP rules earnings management through the use of SPEs is very difficult. The rules have been made to specifically prevent most known earnings management through the use of SPEs. However, because the rules are quite clear when and when not an entity is controlled by a parent, it is only a matter of time before some construction is found to fall outside the rules. One could think of exotic structures with multiple SPEs with very complex agreements where the SPE operates for the benefit of the sponsor/parent, but does not have the majority of voting rights. The entity should also have to power to finance itself without the help or influence of other parties, the equity investors should have proportional voting rights and the return should be depend on the entity’s performance. If a SPE could be constructed in a way that the SPE is somehow under control and also does meet the these requirements than earnings management could be possible, but still it would be require to disclose the transactions. A financial analyst would probably see through the earnings management. Another way would be to create a SPE that is controlled by the sponsor where consolidation depends on the voting interest model (see flowchart in appendix 2) but somehow does not have the majority of voting rights.
The accounting rules on SPEs of US GAAP have improved much as earnings management through the use of SPEs is far more difficult than it was. Before 2003 consolidation of any entity only did depend on having the majority of voting rights. Control then could be easily hidden and the possibilities of earnings management were abundant. 
3.6 Differences between current IFRS and US GAAP rules on consolidation of SPEs.

With the latest update of the US GAAP most SPEs that are required to be consolidated under US GAAP will also have to be consolidated under IFRS, and vice versa. The difference lies in the focus and the considerations whether or not an entity should be consolidated. IFRS has a focus on the concept of the power to control. The power to control can arise from sources, all of them have to be considered. Therefore it does not depend on who has on paper the power to control, but who has effectively the power to control. US GAAP has a focus on controlling financial interests. It has only a implicit focus on control through the concept of a variable interest entity (VIE). 

SPEs have to be consolidated under IFRS if the substance of the relationship indicates that an entity controls the SPE. To determine whether SPEs under US GAAP have to be consolidated a lot of successive rules have to be checked. The underlying principle is not always clear.

The principle behind the two accounting rules is thus the main difference. IFRS is principle based and US GAAP is rules based. IFRS has a clear principle of when a entity should be consolidated but does not provide a checklist. US GAAP on the other hand often lacks a clear principle but does provide a checklist whether or not to consolidate an entity. The risk of having a checklist is that a SPE can be designed as such it does not meet the criteria. The risk of having only a principle is that it could lack the tools to determine whether the principle applies and thus make it very difficult to execute and check the rules.
Chapter 4: The joint project on consolidation

4.1 Introduction
Consolidation is an important factor of the financial reports and the choice whether or not to consolidate entities significantly influences the performance of a firm. Therefore, it is undesirable that between the two most important sets of accounting rules, the IFRS and US GAAP, are significant differences. The boards of the two accounting rules have therefore decided to work together on a project on consolidation. This convergence would improve the comparability of the firms filing their financial reports under the rules of IFRS and US GAAP. The new standard is expected to be released in the fourth quarter of 2010. 

This chapter will research what the possibilities of earnings management are under this new standard.
4.2 The project

The project on consolidation was initiated in June 2003, after the accounting scandals like Enron when it became clear that the old accounting rules on consolidation did not prevent earnings management through SPEs. This was especially the case for the US GAAP.  The project was accelerated in April 2008 when it appeared that financial institutions hided extensive financial risk in SPEs. To make the financial reports better reflect the economic situation of a firm including its risks a new model for consolidation was necessary. The new consolidation standard is evidently based on the IFRS model of consolidation. The goal of this project was to develop a single, comprehensive consolidation model that would apply to all entities. These entities would include special purpose entities as well as variable interest entities. Since the project is still under development the thus far presented rules still could change. The tentative accounting rules on consolidation are published in the Exposure Draft 10 and in the summaries of the board meetings.
4.3 The new accounting rules on consolidation
The reporting entity (the sponsor/parent) should consolidate all entities that are under its control. Control is defined as having the power to direct the activities of that other entity to generate returns for the reporting entity. This is the same definition as under the current IFRS rules except “benefits” are replaced by “returns”. This affects all SPEs where the returns also could be negative. For example when the sponsor has guaranteed the debt of the SPE or where the sponsor has agreed to share in the potential losses of the SPE. 
The power to direct the activities of another entity is present when “it has the ability to enforce its will in making decisions about the activities of an entity that significantly affects the returns at the time that decisions need to be taken.” Thus, a firm has the power to direct the activities even when it has the option to take control but currently the entity is controlled by someone else. The mentioned returns can have many forms, for example dividends, interests, valuation gains or losses or service fees. 
A firm certainly has the ability to enforce its will in making decisions of an entity when it has the majority of the voting rights. Even without voting rights a firm could have that ability through agreements with other vote holders, option contracts, convertible instruments or other contractual agreements. The rules require that research about who controls an entity needs to be done and that all available evidence should be considered, including “the size of the reporting entity’s holding of voting rights relative to the size and dispersion of holdings of the other vote holders, voting patterns at previous shareholders meetings, options and convertible instruments and other contractual arrangements.” Options and convertible instruments could potentially be converted into voting rights and therefore also be considered. 

The ability of decision making could also be delegated to another party. If that other party makes the decisions to the benefit of the firm that delegated the authority then that firm still has the decision making ability. In such relationship all facts and circumstances, including the overall relationship between that party, the entity being managed and the other interest holders should be considered. 
Besides consolidation of entities that are controlled, information have to be disclosed of all relationships with entities. The information should help the users of financial statements to understand:
a. the significant judgments and assumptions (and changes to those judgments and assumptions) made by the reporting entity in determining whether it controls (or does not control) another entity and/or the reporting entity’s involvement with structured entities;
b. the interest that the non-controlling interests have in the group’s activities; 
c. the effect of restrictions on the reporting entity’s ability to access and use assets or settle liabilities of consolidated entities, as a result of where the assets or liabilities are held in the group;
d. the nature of, and changes in, the risks associated with the reporting entity’s control of consolidated structured entities or involvement with unconsolidated structured entities
4.4 The possibility of earnings management through the use of SPEs under the new consolidation rules

For earnings management through the use of SPEs it is necessary that the SPE takes the actions that a firm wants. It therefore has to be in control. The rules require however that all entities under control must be consolidated. Earnings management through SPEs is ineffective when the SPE is consolidated with the sponsor. For earnings management the control has to be hidden. But, since the rules state that control in any form should be considered, it is impossible to hide control. 

As the new consolidation rule is a principle based rule, it does not offer a clear checklist to asses whether control is present. The possibility of earnings management through the use of SPEs does not depend on loopholes in the accounting rules but on the auditor’s ability to determine control. If  SPEs could be constructed in a way that misleads the auditor into believing control is not present then the possibility of earnings management still exists. 

An auditor only checks whether the financial report complies with the accounting rules. If there is a loophole in the rules and a firm uses that loophole the auditor will not intervene. If there is not a loophole in the rules but the auditor fails on determining whether control over an entity is present the auditor itself is liable. This liability can be very costly if investors who suffered from the error files a lawsuit against the auditor. The auditor has as a result a strong incentive to make the right determination.

But, even if the SPEs is illegitimate not consolidated it would still be required to disclose information that would make the earnings management detectable and makes it possible to undo its effects. It can be concluded that earnings management through the use of SPEs is no longer possible. 
4.5 Conclusion on the joint project on consolidation

This chapter has researched what the possibilities of earnings management are under the new consolidation rules. The new consolidation rules will replace the current consolidation rules of IFRS and US GAAP. The new principle-based consolidation rule’s main criteria for consolidation is control. All aspects of control are covered in the new rules so that it is impossible to find a loophole for a controlled SPE in the rules to legally avoid consolidation. The only possibility of earnings management arises when the auditors fail to detect control over a SPE. But the required disclosures reveal any significant earnings management through the use of SPEs so that earnings management is no longer effective. 

Chapter 5 will answer the problem definition and thereby explain thoroughly the effects of the new consolidation rule on the possibility of earnings management.

Chapter 5: Conclusion
This thesis has researched what the effect is of the new consolidation rules on the possibility of earnings management through the use of Special Purpose Entities in the two most important accounting standards, IFRS and US GAAP.
A special purpose entity (SPE) is a legally distinct entity with a limited life created to carry out a narrowly defined pre-specified activity for a “sponsor” company. Earnings management has been defined as the practice of using tricks to misrepresent or reduce transparency of the financial reports. Earnings management through the use of SPEs is only possible if the SPE is not consolidated in the sponsor’s financial statements. Therefore, this research has focused on the consolidation rules in determining the possibility of earnings management. 

As the current rules on consolidation of IFRS and US GAAP have significant differences, the coming of a new single consolidation rule for both IFRS and US GAAP have at least for one of them has great influence. The new rules clearly are based on the current rules of IFRS. The current rules-based consolidation rules of US GAAP will be replaced by a principle-based consolidation rule. Also there are changes to the IFRS rules on consolidation, although the main underlying principle stays control. 

Control over a SPE is needed for earnings management through the use of SPEs. But, control have to be hidden as such that consolidation is not required. The new rules on consolidation describe control in a vigorous way and also require that all available evidence on control must be considered. Consequently, there is no loophole that makes it able to hide control. Therefore there it ‘legal’ earnings management through the use of SPEs is impossible.

The new standard does not provide a clear method to check whether control is present. SPEs can take very complicated forms and control can be hidden through complex contracts or agreements. If the auditor fails to detect control over a SPE when there is actually is control then earnings management still could be possible. The extensive disclosure requirement though would prevent the earnings management through SPEs to be effective, as the effects of earnings management can be undone by the information from the disclosures. The coming of the new consolidation rules on the possibility of earnings management through the use of SPEs has the effect that earnings management is no longer possible. Special purpose entities will lose its special purpose of earnings management.
Although the new consolidation rules may make earnings management impossible it does not change the ‘organizational commitment’ to earnings management. Therefore it is, according to Dharan (2003), “imperative for corporations now, more than ever, to recommit to developing and enforcing corporate governance systems that create a corporate climate of transparency and full disclosure to investors.” The root cause of earnings management through SPEs is not the shortcomings of the accounting rules but the opportunistic behavior of managers.

The effect of the new consolidation rules on the possibility of earnings management through the use of SPEs is that it will be much more difficult. Due to the broad principle-based consolidated rule focused on control it is no longer possible to hide control over a SPE through a loophole in the accounting rules. Only the auditor could fail to detect the control over a SPE, but then the disclosure requirements would make earnings management ineffective. But, aside from the accounting rules the corporate governance systems should make the practice of using tricks to  misrepresent or reduce transparency of the financial reports unacceptable.
Further research could analyze whether the future implementation of the new consolidation rules would prevent earnings management from occurring. A possible research method to give an indication whether this is the case could be to measure the overall increase of consolidated entities after the new rules come into effect.
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Appendix
Appendix 1
	Exhibit 1.1 Corporations with Recent Accounting Scandals

	Adelphia
Corp.Amazon
AOL Time Warner
Arizona Baptist Foundation
Aurora Foods
Boston Chicken
Bristol-Myers Squibb
Cendant

Cerner

CMS Energy

Commercial Financial Services

Conseco
Creditrust Delta Financial 
Duke Energy

Dynegy

El Paso

Enron

Global Crossing

Homestore

Informix

JDS Uniphase

Kmart

Lernout & Hauspie

Livenet

Lucent
	Medaphis
Merck
Mercury Finance
MicroStrategy
MiniScribe
Mirant
Nicor Energy
Omnicom
Orbital Sciences
Oxford Health Plan
Pediatrix
Peregrine Systems
Phar Mor

Qualcomm

Qwest

Reliant Energy

Rite Aid

Sapient

Sunbeam

Tyco

W. R. Grace

Waste Management

WorldCom

Xerox


Source: Ketz, J. E. (2003). ‘Hidden financial risk: Understanding off-balance sheet accounting’, New York: Wiley, August 

Appendix 2: Consolidation under US GAAP
[image: image2.jpg]When determining which consolidation model to apply, a reporting entity should consider the following flowchart
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source: Deloitte, Consolidation of Variable Interest Entities – A Roadmap to Applying the Variable Interest Entities Consolidation Model, March 2010, p7.
Appendix 3
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Source: Gortan, G., (2005), ‘Special purpose vehicles and securitization’, Working Paper, p. 54.
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Figure 1: Overview of a Special Purpose Entity








� Anton R. Valukas (2010), Lehman Brothers Inc. Chapter 11, United States Bankruptcy Court Southern District of New York


� Financial Accounting Standard Board, the governing board of the United States Generally Accepted Accounting Standards (US GAAP)


� Financial Accounting Standards Board (FASB) governs the rules of US GAAP
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