
[image: image1.emf]
ERASMUS UNIVERSITY ROTTERDAM

ERASMUS SCHOOL OF ECONOMICS

SECTION ACCOUNTING, AUDITING AND CONTROL

MASTER THESIS


Earnings Management in the years following the integrated corporate income tax within Dutch housing associations


Name: Abdelmoula Salah

Student Number: 316844

Date: 15 November 2010

Erasmus University Rotterdam

Supervisor: 
E.A. de Knecht RA

Co reader: 
Dr. sc. ind. A.H. v.d. Boom
Preface

This research has been performed to finish my Master Accountancy, Auditing and Control at the Erasmus University Rotterdam. The subject of this research gets my attention during the Seminar Advanced Financial Accounting, in which the subject of earnings management was treated. A research proposal was the final product of the Seminar Advanced Financial Accounting that has formed the basis for this research. My interest in this subject has triggered by recent media reports for cases of fraudulent management at housing associations. The management acts in such a way to improve managements own situation, either directly at the cost of the housing associations or at the cost of public assets. The management’s actions are based on self-interest only instead of serving the public housing. 

First, in special I would like to thank my research supervisor at the Erasmus University Rotterdam, Mister. E.A. de Knecht RA for his guidance, clear explanations, and good advice. Secondly, I would like to thank my family, especially my parents for their continuous support and motivation throughout the writing of this Research. 

Abdelmoula Salah

Nieuwerkerk aan den IJssel, February 2011
Table of Contents

1Preface


51
Introduction


51.1
Introduction


71.2
Objectives


71.3
Problem definition


81.4
Methodology


81.5
Demarcation and limitations


91.6
Structure of the research


102
Background Theory


102.1
Positive accounting theory


112.1.1
Positive Accounting Theory: three hypothesis


112.1.2
Bonus plan hypothesis


112.1.3
Debt / equity hypothesis


122.1.4
Political cost hypothesis


132.2
The Agency Theory


14Agency Theory and Earnings Management


142.3
Legitimacy theory


162.4
Transaction cost theory


162.5
Law and legislation


172.5.1
RJ 645


172.5.2
Developments RJ 645


182.5.3
Governance code housing associations


182.5.4
Deferred taxation


192.5.5
Depreciation


202.5.6
Commercial and social activities


212.6
Summary


223
Earnings management


223.1
Earnings management: Definition


233.2
Main concepts of earnings management


283.3
Incentives for earnings management


293.3.1
Capital market motivations


303.3.2
Contracting motivations


303.3.3
Regulatory motivations


313.3.4
Signalling motivations


313.4
Forms of earnings management


343.5
Summary


364
Prior research


364.1
Recent development for activities of Dutch housing associations


364.1.1
Situation before 1 January 2004


374.1.2
Situation after 1 January 2004


384.1.3
From January 1, 2006: Partial corporate income tax liability


Fout! Bladwijzer niet gedefinieerd.4.1.4
Vaststellingsovereenkomst


394.1.5
From January 1, 2008: Integrated corporate income tax


394.1.6
Vogelaarcharge


404.2
Empirical findings on earnings management


454.3
Measuring earnings management


454.3.1
Accrual Accounting


464.3.2
Discretionary and non-discretionary accruals


474.4
Research approaches


484.5
Models to detect the use of earnings management


494.5.1
The Healy model


504.5.2
DeAngelo model


514.5.3
Jones-model


524.5.4
Modified Jones model


534.5.5
Industry-model


544.6
Time-series or cross-sectional


554.7
Hypotheses


564.8
Applicability


564.9
Summary


585
Research design


585.1
Research approach


595.2
Research methodology


615.3
Measuring the use of earnings management


625.4
Control Variable


645.5
Sample design


655.6
Summary


676
Research findings


676.1
Estimation of the non-discretionary and discretionary accruals


726.2
Hypothesis testing


746.3
Summary


757
Conclusion


757.1
Underlying theories


767.2
Earnings management


767.3
Research findings


777.4
Conclusion


777.5
Limitations


787.6
Recommendations for further research


79References


Fout! Bladwijzer niet gedefinieerd.Appendix 2


Fout! Bladwijzer niet gedefinieerd.Appendix 3





1 Introduction

1.1 Introduction

Most companies by law have obliged to publish financial information. Companies consequently frequently publish financial information to the public. In recent years, more and more information has become available for stakeholders. Stakeholders to make certain decisions, for instance investment decisions, usually use the financial information made public. However, the rapid changes and uncertainties stakeholders are faced with and the accounting scandals around the world do raise the question whether the provided information is reliable. Stakeholders need reliable information in order to make their decisions. In the Netherlands, almost all companies are obliged by law
 to accompany the financial statement with an auditor’s certificate. An independent auditor investigates the financial situation of the company in order to issue an auditor certificate. Through the auditor certificate, the auditor gives assurance to the stakeholders about the financial situation of the company, consequently increasing the reliability of the financial information. On the other hand, many companies who are not obliged by law are willing to hire an auditor to give assurance to their stakeholders about the financial position of the company, resulting in a increasing of the reliability of the provided financial information. 

The auditor’s certificate offers assurance to the users of financial information. Through the auditor’s investigation, almost all-incorrect, fraudulent, and dubious actions will counter. However, the management or company has possibilities for window dressing within the legal boundaries. The management or company have an information advantage over the users of the financial information, resulting in having more and better information about the company. With the insider knowledge, the management can manoeuvre within the legal boundaries. The auditor’s certificate states that the financial information gives a true and fair view of the company’s financial situation. However even with an auditor’s certificate it is still possible that the financial information gives a biased view of the financial situation of the company. As signalled before the company has the possibility of making certain decisions within the for the auditor acceptable legal boundaries. These possibilities consist of the accounting choices the management of the company can make. By making certain accounting choices, the management could have altered certain accounts. However, it is important to distinguish whether these accounting choices has perform in line with the normal activities of the company or in order to influence the users of the financial information. The difference between the two forms of accounting choices lies in the intention of the management when making these accounting choices. The accounting choices can perform in line with the normal activities of the company or solely with the motivation to improve the appearance of the company in the financial information in order to influence the users of the financial information. 

In the period of 2004 until 2008, significant changes occurred in the area of corporate income tax for the housing associations. As of January the 1st, 2006, corporate income tax will charged over the result achieved on commercial activities. The legislator defined the competition between the housing associations, classified as authorized institutions, and the private real estate companies as competitive distortions. Because housing associations are financing with money from governmental sources, operating in the interest of the public housing, and consequently not charged for corporate income tax. On the other hand, private real estate companies are financing through other sources than governmental and will charged for corporate income tax over their achieved result. The need to align this difference resulted in the introduction of corporate income tax for the commercial activities of housing associations. 

As of January the 1st, 2008, housing associations by law are requiring to pay corporate income tax on their result obtained from all activities, also known as integrated corporate income tax. As noted before corporate income tax was only charging on the commercial activities of the housing associations, consequently all activities are charging for corporate income tax. The introduction of corporate income tax for the non-commercial activities has led to large discussions under the housing associations, with respect to their social task of construction of social housing and the rent of social housing. The housing associations are concerning about the fact that they are non-profit organizations but will charge for corporate income tax. 

In the periods before the introduction of corporate income tax for commercial activities and the integrated corporate income tax the incentives to improve the company’s financial situation is high. By improving the company’s financial situation, before the introduction of the corporate income tax laws, high results can reach without charging for corporate income tax. On the other hand, by management, to maximize their bonuses, improving the company’s financial situation can use. Another interesting question arises whether housing associations or in general, companies will use earnings management to influence the government, stakeholders, regulations bodies, or standard setters. Most of the regulations drawn by government, regulations bodies, or standard setters have based on the financial information published by companies. The users of the financial information however do not known whether the company used earnings management. 

Due to insider knowledge, the management of a company has a better view of the company’s financial situation than the stakeholders of the company have. Management can use its insider knowledge in order to select reporting methods, disclosures, and estimates that fit the company’s needs. By using earnings management, the company or management can present an image of the company representing the image the management or company want to present. Earnings management offers the management or the company itself some space to include their impact in the financial reporting, this space consist of the accounting choices the management of a company can make. Management can make certain accounting choices that are line with the normal activities of the company. However if management makes certain accounting choices with the intention to influence the users of the financial statement, this is called earnings management. 

1.2 Objectives

Non-profit organizations charged for corporate income tax, fewer resources for investments, decrease in maintenance activities and money earned in the public housing sector used for general resources by government all refer to potential disadvantages of the introduction of the corporate income tax for commercial and non-commercial activities. Research is clear about the negative consequences for both the financial position of housing associations as for the public housing sector. This may result in the use of earnings management by housing associations in the period before and after the introduction of the new fiscal laws. 

The purpose of this research is to investigate the use of earnings management by housing associations in the period of 2003 until 2008. Because housing associations faced significant changes like; corporate income tax charged over commercial activities, ‘Vogelaarcharge’ and the integrated corporate income tax, especially this period has chosen. These changes among the other motivations as described in chapter two could trigger the management or company to apply earnings management. 

By focusing on the period of 2003 until 2008, with this research a contribution is intent to the current discussion on the position of housing associations in society.

1.3 Problem definition

The main research question consequently has defined as:

“Do Dutch housing associations apply earnings management in the years following the introduction of the integrated corporate income tax”?
To answer the before formulated main question, the following sub questions need to answer:

1. What is the content of the term earnings management?
2. What underlying economic theories support the existence of the use of earnings management?
3. What models have used to detect the use of earnings management?

4. Do housing associations use earnings management in the years following the integrated corporate income tax?

The combined answers of all the before research questions will hopefully give a sufficient scientific base to answer the main research question of this study and so create further insight into financial information.

1.4 Methodology

This section describes the relevant research methods for this research. First, this research will be a positive research; this research tries to explain economic behaviour. Instead of the normative research, that prescribes certain economic behaviour. After defining the scientific research approach, the type of research needs to define. Because this research investigates a small set of data more into depth, this research will based on a quantitative method. To measure the use of earnings management, the modified Jones model will used. 

Once housing associations have selected from the total population of housing associations, to calculate the amount of discretionary accruals the annual reports will examine. Since discretionary accruals represent manager ability to manipulate certain accruals, this should be a good proxy for the use of earnings management. When the data will obtain, a regression will executed in SPSS. Based on the outcomes of the research conclusions will be drawn. In order to make valid statements a representative sample of housing associations need to be composed. In which way the sample will composed will explain more in to depth in chapter five. 

In order to begin this research several concepts need to define. The concept of earnings management needs to define. In addition, the limitations of this definition of earnings management need to define. In order to create a framework in which earnings management can be investigated the underlying theories needs to investigate. By means of a literature review, the underlying theories for conducting this research will explain. In order to select the model of testing, the different models who claim to detect the use of earnings management will investigated more in depth. 
1.5 Demarcation and limitations

As signalled before, housing associations faced significant changes in the investigating period. It is important to distinguish two major events, namely, the introduction of partial corporate income tax (commercial activities) and the integrated corporate income tax. Both events occurred only in the Netherlands and consequently the conclusions drawn from this research relates to Dutch housing associations. When housing associations in this research will signal, it refers to the Dutch housing associations.

In order to improve whether a significant increase occurred, in the use of earnings management, in this research the period of 2004 until 2009 will examine. However, the time range does limit the applicability of this research to housing associations in present time. Consequently, further research into earnings management around the new tax law with the present time variables would be desirable. Why and in which way this period has chosen will explain in chapter five. 

1.6 Structure of the research
The structure of this paper is as follows: in the second chapter, an overview of the existing theories and literature for earnings management will comment. These theories and the underlying assumptions create the framework on which earnings management can defined. The third chapter will cover the subject of earnings management, commenting the different definitions and views of various authors. In addition, an overview of the incentives to use earnings management will provide. 

Furthermore, chapter four will provide an overview of the recent developments for activities of Dutch housing associations and the existing literature for the use of earnings management, including the created hypothesis. As well as commenting the measurement of earnings management, including the different models to detect earnings management. In the fifth chapter, the research design will comment. 

After that, in chapter six the research and its findings will provide. In the final chapter of this thesis, the main conclusion of this research will present. 

2 Background Theory

This chapter provides an overview of the existing theories and literature for earnings management. These theories and the underlying assumptions create the framework on which earnings management can defined. Firstly, the various accounting theories will comment. In paragraph one the Positive Accounting is explained. Consequently, the Agency Theory will comment. Thirdly, the legitimacy theory will comment, followed by the transaction cost theory. Finally, in the fifth paragraph the applicable Dutch law and legislation will be treated, guidelines for annual reporting 645 ‘authorized institutions public housing’(further RJ 645), Governance code housing associations, deferred taxation, depreciation and the commercial- and social activities. 

2.1 Positive accounting theory 

The Positive Accounting Theory, developed by Watts and Zimmerman (1986), tries to explain and predict accounting practice. As Watts and Zimmerman (1986, p. 7) state: Positive Accounting Theory is concerned with explaining accounting practice. It has designed to explain and predict which firms will and which firms will not use a particular method but it explains nothing as to which method a firm should use. 

Based upon the definition as given by Watts and Zimmerman a positive theory describes empirical observations without a valuation of those observations. A positive theory tries to predict and describe economic accounting behaviour. The opposite of the positive theory is the normative theory. Judgments about in which way companies should or should not act has classified as a normative theory. According to Deegan and Unerman (2006), normative theories prescribe in which way a particular practice should be undertaken and this prescription might be a significant departure from existing practice. However, this research does not want to give a judgment about in which way companies should act in a certain situation as described by the normative theory, Consequently the positive theory will be chosen as underlying theory for this research. 

The Positive Accounting Theory focuses on the relationship between the various individuals involved in providing resources to an organization and in which way accounting can use to assist in the functioning of these relationships (Deegan and Unerman, 2006, p. 207). The Positive Accounting Theory has based on the central economic assumption that actions of individuals will driven by self-interest. As described by Deegan and Unerman, individuals will always act in an opportunistic manner to the extent that their actions will increase their wealth. The Positive Accounting Theory predicts based on the assumption that self-interest drives all individual actions that organizations will seek to put mechanisms in place to align the self-interest of the managers of the firm with the interest of the owners of the firm. The positive Accounting Theory focuses on the choices of accounting methods and the implications of these choices. 

2.1.1 Positive Accounting Theory: three hypothesis

The positive Accounting Theory consist of three hypotheses: the bonus plan hypothesis, the debt / equity hypothesis and the political cost hypothesis. To explain and predict whether an organization would support or oppose a particular accounting method, these three key hypotheses in the Positive Accounting Theory literature has frequently used. By using a different incentive, each of the three hypotheses tries to explain the use of earnings management. Consequently, each of these three hypotheses has the incentives or possibility of the use of earnings management. In the next sections, the three hypotheses will comment shortly. 

2.1.2 Bonus plan hypothesis

“The bonus plan hypothesis states that managers of firms with bonus plans are more likely to use accounting methods that increase or maximizes current period reported income. Such selection will presumably increase the present value of bonuses if the compensation committee of the board of directors does not adjust for the method chosen” (Watts and Zimmerman, 1990, p. 138).
Because they choose the accounting methods, of which they profit the most, based on this definition the assumption exists that managers behave opportunistic. The positive accounting theory states that all actions has based on self-interest. Managers will choose an action that will meet their own needs and desires the best.

2.1.3 Debt / equity hypothesis

“The debt/equity hypothesis predicts the higher the firm’s debt/equity ratio, the more likely manager’s use accounting methods that increase income. The higher the debt/equity ratio, the closer (i.e., „tighter‟) the firm is to the constraints in the debt covenants. The tighter the covenant constraint, the greater the probability of a covenant violation and of incurring costs from technical default. Managers exercising discretion by choosing income increasing accounting methods, relax debt constraints and reduce the costs of technical default” (Watts and Zimmerman, 1990, p. 139).
When the debt / equity ratio increases the debt / equity hypothesis states that management will choose the accounting method that increase reported profit. The higher the debt / equity ratio, the closer (i.e. ‘tighter’) the firm is to the constraints in the debt covenants. Management’s incentive to adopt certain accounting method to relax debt constraints and reduce the costs of technical default can classify as earnings management. 

2.1.4 Political cost hypothesis

The political cost hypothesis predicts that large firms rather than small firms are more likely to use accounting choices that reduce reported profits. Size is a proxy variable for political attention. Underlying this hypothesis is the assumption that it is costly for individuals to be informed about whether accounting profits really represent monopoly profits and to contract‟ with others in the political process to enact laws and regulations that enhance their welfare. Consequently, rational individuals are less than fully informed. The political process is no different from the market process in that respect. Given the cost of information and monitoring, managers have incentive to exercise discretion over accounting profits and the parties in the political process settle for a rational amount of ex post opportunism” (Watts and Zimmerman, 1990, p. 139).
For the political cost hypothesis, Deegan and Unerman (2006) note that if managers consider that they are under a deal of political scrutiny, this could motivate them to adopt accounting methods that reduce reported income, and thereby reduce the possibility that people will argue that the organization is exploiting other parties.
This hypothesis has based on the assumption that larger companies will receive more political attention than smaller companies will. This could motivate management to adopt certain accounting method, use earnings management that reduces the reported profit. Increased political attention may result in new laws and regulation with a negative impact on the company’s performance. Political attention may result in governmental interference. Due to changing the accounting method, by lowering the reported profit the risk of facing governmental interference can reduced.
The Positive Accounting Theory describes the existence of incentives and the opportunity for the management to use earnings management. Hence, earnings management can used to improve managements own situation. 

The positive accounting theory creates a solid foundation for the research conducted in this research. The concepts on which the positive accounting theory has based are also applicable to this research. The two assumptions on which this research will based are that economic actors have bounded rationally and that their actions will base on self-interest only. These assumptions are also the starting point on which the theories supporting this research will build. 

2.2 The Agency Theory

As signalled before the Positive Accounting Theory focuses on relations between various individuals in the company, for instance shareholders can be qualified as the principles, while managers can be qualified as agents. The principle delegates work to the agent. Based on the central assumption of the Positive Accounting Theory, managers are opportunistic and shall undertake self-serving activities that could be detrimental to the economic welfare of the principal. 

Individuals will always act in an opportunistic manner to the extent that their actions will increase their wealth. The relationships between various individuals consist mostly of a delegation of duties of one party to another party. When decision-making authority has delegated, this can lead to some loss of efficiency and consequent costs; agency costs. The main problem that arises with the delegation of duties is conflicts of interest. Because all individuals will driven by self–interest, the interest of the one may be in conflict with the interest of the other. The separation of control and ownership and the conflicts of interest lie at the bases of the agency theory. The main goal, from the shareholders perspective, would be to maximize the corporate performance by generating a high profit for the corporate. However, on the other hand the agency theory tells us that the agents will act in an opportunistic manner to maximize their rewards. Hence, the interests of shareholders are in conflict with the interests of the agents. 

Because of the opportunistic behaviour of individuals, organizations will try to put in place mechanisms that have to align the interests of the agents and the principals. Contracts for example will use with the intention of ensuring that all parties, acting in their own self-interest, are at the same time motivated towards maximizing the value of the organization (Deegan and Unerman, 2006, p. 215). These mechanisms however, will not always be effective to avoid earnings management by managers. The agency problem will cause that managers are able to give a misrepresentation of the earnings figure, either in positive or in negative manner, without the opportunity of stockholders and others to see through.

Jensen and Meckling (1976, p.308) defined the agency relationship as:

‘’A contract under which one or more (principals) engage another person (the agent) to perform some service on their behalf which involves delegating some decision making authority to the agent’’
As stated by Smith and Watts’ (1983) a firm itself can considered as a nexus of contracts. Those contracts will use to ensure that all individuals acting in their own self-interest are at the same time motivated towards maximizing the value of the company (principal’s interest). Information asymmetry can exist between the agent and the principal due to the insider knowledge of the agent. Main problem with these relations is that the agent, management, has an information advantage over the principal, company. 

Agency Theory and Earnings Management

When considering the practice of earnings management, the Agency Theory explains the existence of the incentive for management to use earnings management. As explained previously managers tend to have an information advantage over the principal due to the day-to-day information and the insider knowledge. The incentive to use earnings management can arise from conflicts of interest, for instance when the goals of the management differ from those of the shareholders. Furthermore, management could try, by using earnings management, to mislead shareholders by showing a different image of the company’s earnings. Management could allow shareholders to believe that the earnings are higher or lower than they actually are. Evidently the use of earnings management will used to improve managements own situation, either directly at the cost of the company or by improving the company’s situation. 

2.3 Legitimacy theory

The legitimacy theory tries to explain that organizations attempt to ensure their actions and activities are within the bounds and norms of the society in which they are operative. Organizations seek to ensure that their actions and activities will qualified as legitimate by the society in which they are operative. According to Lindblom (1994, p. 2) legitimacy is: “… a condition or status which exists when an entity’s value system is congruent with the value system of the larger social system of which the entity is a part. When a disparity, actual or potential, exists between the two value systems, there is a threat to the entity’s legitimacy.” The legitimacy theory relies upon the notion that there is a “social contract” between the organization in question and the society in which it operates (Deegan and Unerman, 2006, p. 274). The “social contract” can define as the expectations of the society regarding the actions and activities of the company. The company is committed to comply with the expectations of society, because violation of the social contract might result more attention from society or in sanctions by society. 

The bounds and norms of society will considered not to be fixed, but they change over time. The company consequently must constantly change with the expectations of society in order keep their legitimacy. Due to the significant changes in society’s expectations, companies intend to take their responsibility for social issues for instances employees’ health and safety and the environment. The management or the company itself is restricted by the social bounds and norms and consequently financial information will publish on the company’s social and environmental responsibility. As stated by Deegan and Unerman (2006) the legitimacy perspective focuses on managing the relationship between the organization and society. The aim of the legitimacy theory is to manage the relationship with those stakeholders that are of critical importance to the continuity of the company. Dowling and Pfeffer (1975, p. 127) outline the means by which an organization may legitimate its activities:

· The organization can adapt its output, goals and methods of operation to conform to prevailing definitions of legitimacy;

· The organization can attempt, through communication, to alter the definition of social legitimacy so that it conforms to the organization’s present practices, output and values;

· The organization can attempt, through communication, to identify with symbols, values, or institutions that have a strong base of legitimacy. 

Managers or the company itself, to legitimate the existence of the company, usually uses the public disclosure of financial information. According to Deegan and Unerman (2006, p 274) accounting is used as a means to legitimate the actions and activities of the organization. To inform interested parties about actions or activities taken by the organization based on their responsibility for social issues, by organizations financial reporting can used. On the other hand, financial reporting may use to encounter or offset negative news for the company’s activities that may be publicly available. Through voluntary disclosures managers or companies attempt to influence stakeholders about the legitimacy of their operations. A good example of practicing the legitimacy motive is the adoption of voluntary disclosures on corporate social and environmental responsibility. 

As noted before the legitimacy theory is all about managing the relationship with those stakeholders that are critical to the continuity of the company. Housing associations may adopt voluntary disclosures to influence stakeholders about their activities in society. As set in the Dutch law, housing associations are exclusively operative in the area and in the interest of public housing. If housing associations would report high earnings and at the same time, society faces increasing rents, this can considered as a violation of the “social contract’’. Consequently, the assumption exists that housing associations attempt to ensure that their actions and activities will qualified as legitimate by society. Housing associations are not meeting the expectations of society if high bonuses will paid to the management and public housing owners are living in a bad environment. Due to the position of housing associations in society and public task that housing associations have. 

2.4 Transaction cost theory

According to transaction cost economics, firms are a particular form of organization for administering exchanges, or "transactions", between one party and another (Coase, 1937). In this conception, the relationship between shareholders (principals) and managers (agents) can described as transaction costs, so called agency costs. Management is running the company on behalf of the shareholders. In order to limit the divergences in interests between the principal and the agent, the principal should control the behaviour of the agent. The costs shareholders facing can define as the sum of: contracting costs, search costs, monitoring costs, bonding costs and residual loss (Jensen & Meckling 1976). All the costs shareholders facing in setting up and maintaining the relationship of principal and agent are transaction costs. 

The costs made by the principal in order to control the behaviour of the agent are monitoring costs. Bonding costs are those costs that arise in an attempt to create a bond between the agent and the company. In order to create attachment to the company for the agent reward, systems have introduced such as options. By introducing such form of reward system, the objective is to align the goals of the agents with the goals of the principal. The costs that are unavoidably due to the opportunistic behaviour of the agent can define as residual loss. 

As described before a company is qualified as a so-called ‘nexus of contracts’. According to the contractual approach as explained by Coase (1937), contractual agreements are the essence of the firm. During the process of preparing contracts, it is impossible to transcribe each contract into the smallest detail; consequently, there will be space for the agent to decide in which way to run the company. Consequently, the agency problem will still exist for all contracts. 

2.5 Law and legislation

The rights and obligations of housing associations are set in the Dutch Civil Code and the housing Act (Woningwet). The guidelines of those rights and obligations have defined in the Besluit beheer sociale huursector (further Bbsh). 

According to article 26 of the Bbsh, housing associations are obliged to prepare a financial statement, annual report and a public housing report on annually bases. The financial statement and annual report should be prepared in accordance with title 9 book 2 of the Dutch Civil Code. In accordance with the Dutch Civil Code, the financial statement should be prepared according to standards that by society have regarded as acceptable. Interpretations of the standards that by society have regarded as acceptable have prescribed in the guidelines for annual financial accounting. In the guidelines for annual accounting a separate chapter has been incorporated for housing associations namely RJ 645. In paragraph 2.5.1, RJ 645 will comment. 

In the Bbsh, the playing field for housing associations has defined. The Bbsh contains information among others on:

· Admission, modification of statuses and mergers;

· Activities;

· Policy preparation;

· Reporting of any modifications;

· The supervision;

· Withdraw of the admission by minister;

· Involvement of occupants in policy and in management. 

2.5.1 RJ 645
In the guidelines for annual reporting a separate chapter has incorporated for housing associations, namely RJ 645 authorized institutions public housing. Because housing associations are exclusively operative in the area and in the interest of the public housing. Housing associations can defined as private companies with a social objective. In the past ten years housing associations developed of subsidy oriented executors of governmental policy to private companies with a social task. 
The preparation of the financial statement should among the specific regulations of RJ 645 also meet the others guidelines for annual reporting (RJ 645.103). RJ 645 prescribes the treatment of the specific financial statement accounts for the housing associations. For the remaining financial statement accounts and publishing financial data the general guidelines for annual reporting are applicable. 

2.5.2 Developments RJ 645

The guidelines for annual reporting have determined by the council for Accounting. At the end of 2006, the council for accounting decided to review the content of RJ 645. For that purpose, the council composed a study group that exists of representatives of stakeholders, auditors and the users of the annual report of the housing associations. Important issues by the review of the guidelines are:

· The interpretation of the term fair value at housing associations;

· Starting point for the determination of the firm value.

On January 25, 2010, the council for annual reporting published a draft version of guidelines RJ 645. In order to revise the current RJ 645, the draft guidelines contains proposals. The aim of the council for annual reporting is to have a final version of the revised RJ 645 in September 2010. Application of the revised guideline RJ 645 in obliged for reporting periods starting on or after January the 1st 2011. Because this research examines the period of 2003 until 2009, the change of guideline RJ 645 in this research will excluded. As stated before the introduction of the revised guideline RJ 645 will expected as per January the 1st 2011. 

2.5.3 Governance code housing associations

The internal supervision is of vital importance in the functioning of housing associations. In the discussion for another supervision regime for the housing associations gradually, a broader agreement has arisen that the supervision first and especially rests at the internal supervision board of the association. According to the scientific council for government policy (2004) a system of checks and balances with among other cohort, soberly and selective supervision should be put in place. Also the Social and Economic Council (2005) state in similar wordings that the internal supervision to be of vital importance to housing associations. 

The governance code for housing associations contains both principles and regulations that should take into consideration by housing associations. The governance code is based on the principles of comply or explain. Each year the housing associations should include information about in which way, they applied the principles of the governance code in the annual report. It is to housing associations to give their own interpretation to this. 

Underlying assumptions for the principle comply or explain is the situation that associations can deviate from the set principles and regulations. Application of the code depends on the circumstances of the association and their shareholders. Not all housing associations are the same; furthermore, the circumstances of the associations change by time. The board of directors and the board of administrative council must explain/justify the deviations from the governance code. 

Of housing associations can expect that they motivate the application of the governance code. Because housing associations are exclusively operative in the area and in the interest of the public housing. 

2.5.4 Deferred taxation

Corporate income tax will charge over the fiscal profit. The fiscal profit is the profit over the period under review, in accordance with fiscal rules, over which corporate income tax is indebted or computable. A negative tax charge, because of fiscal loss, can be settled with profit in others periods. 

In the annual report of housing associations, differences can identified between the book value of balance sheet items (commercial book value) and the fiscal book value of these balance sheet items. These differences can exist from permanent and temporary differences. Permanent differences are those differences that in the future will not rise. Examples of permanent differences are the deductibility of some cost categories and the deductibility of interest within a group structure. 

Temporary differences are the differences between the commercial and fiscal balance sheet, which will rose at a later moment. Examples of temporary differences are different depreciation methods for the tangible fixed assets. The difference between the commercial and fiscal balance sheet will rise by the sale of the tangible fixed asset. These temporary differences will result in deferred taxation balances in the annual report of the housing corporate. 

As per January 1, 2008 a new fiscal opening balance sheet will prepared by housing associations, due to the introduction of the integrated tax law. The commercial book value of the real estate will mostly be below the fiscal book value for housing associations. According to RJ 277.102, this concerns computable temporary differences. In pursuance of RJ 272.306, a provision for deferred taxation should record for all temporary differences. Because of the higher fiscal book value, to realize by means of depreciation or sale, an economic advantage will flow to the housing association that will cause a lower commercial profit in the future. For these economic advantages in principle, an (active) deferred tax liability should record in the (commercial) annual report. 

2.5.5 Depreciation

Since the activities of housing associations will primarily focus on the rental of living accommodation, homeownership of housing associations is often high. The properties from the homeownership that are hold for the rental are in principle assets to the housing association. An asset is an estate that will use for managing the enterprise. With this background, immovable property is qualified as an asset if it has acquired to generate rental income during some time. However, the property will not labelled as an asset when it has acquired with the intension to sale the asset with profit, in that case it will labelled as stock. In principle, stock may not depreciate; however, on assets depreciation is common.
The council for annual reporting determined in RJ 212.417 that tangible fixed assets with a restricted useful life should depreciated. When tangible fixed assets can split up in separate components, with a different useful life, those components should depreciate as such (RJ 212.218). Depreciation of separate components of tangible fixed assets referred to as the component approach. At housing associations, the situation can occur that another depreciation period will take into account for some important components that leads to a material effect on the total depreciation costs. 

The depreciation method needs to base on the expected useful life of the asset (RJ 212.423). An important change in expected useful life of the asset will lead to an adjustment in depreciation method. A change in depreciation method should record in the annual report as such. 

The council for accounting does not prescribe one certain depreciation method, but mentions several possible methods such as straight-line depreciation, depreciation based on use and accelerated depreciation method. Relevant for the choice of a depreciation method is that the reduction of the consumable performance capacity of the assets is as well as possible approached. The choice for a depreciation method should be the same for similar assets. Nowadays discussions exist, within the study group RJ 645, for which depreciation method does right to the reduction of the performance of an asset. 

2.5.6 Commercial and social activities

As set in the Dutch law, Housing associations are exclusively operative in the area and in the interest of public housing. This implies among others that they build or purchase property, in order to manage, rent or for sale purposes. Furthermore, they need to ensure the maintenance of the property and the direct environment. The housing associations operate on the public housing sector as allowed institutions with no profit incentives. Because of commercial activities performed by housing associations on which profit will achieved, the distinction between the social tasks and the commercial activities has become unclear. 

According to Neelie Smit (2005), the commercial activities should separate from the social activities. The commercial activities should administratively separated from the social activities and be recorded in a different entity. Hence, housing associations receive governmental support for their social activities. The governmental support by housing associations can use for commercial purposes. Main problem, which arise, with housing associations and governmental support is the possible competition counterfeiting with commercial real estate companies and project developers. Due to competition purposes, housing associations have to pay corporate income tax on the result of commercial activities as of January the 1st, 2006. 

However, as per January the 1st, 2008 all activities performed by the housing associations will charge with corporate income tax. Hence, no differences exist between commercial and non – commercial activities, because both will charged with corporate income tax. In the period between January the 1st, 2006 and January the 1st, 2008, housing associations still had to distinguish between commercial and non – commercial activities. In this research, the consolidated annual reports of the selected housing associations will use. The consolidated annual report includes the figures of the company, established for the commercial activities.
2.6 Summary

In this chapter, the underlying theories have presented. Several incentives for the use of earnings management have explained. Furthermore, the applicable law and legislation for housing associations have presented. According to the Positive Accounting Theory and the Agency Theory, in combination with the Transaction Cost Theory, managers behave opportunistic, and to maximize their economic welfare, acting in a way of self-interest will perform self-serving activities. 

Based on the Legitimacy Theory the assumption exists that managers try to manage the relationship with those stakeholders that are of critical importance to the continuity of the company. Hence, housing associations attempt to ensure that their actions and activities by society and important stakeholders are qualified as legitimate.

Housing associations are authorized institutions operative in the area and in the interest of the public housing for which a separate chapter has incorporated in the guidelines for annual reporting. In this separate chapter, differences between the commercial – and fiscal annual report have explained. In addition, several motivations, depreciation, commercial and non – commercial and the governance code for housing associations, for the use of earnings management have presented. 

In next chapter, the theoretical literature for earnings management will provide. 

3 Earnings management

In this chapter, an overview of the existing theoretical literature for earnings management will provide. The first paragraph will provide a definition of earnings management, commenting the different definitions and views of various authors. In the second paragraph, the alternatives of earnings management will comment. The third paragraph will provide an overview of the incentives to use earnings management. In the fourth paragraph, earnings management will explain more in depth. This chapter ends with the summary. 

3.1 Earnings management: Definition

In this paragraph, earnings management will comment from different definitions from different authors. This paragraph starts with a description of the existing and frequently applied definitions of earnings management. 

There are several definitions for earnings management; consider the following definitions from the academic literature:
Schipper (1989, p.92)) defined earnings management as follow: ‘’…a purposeful intervention in the external financial reporting process, with the intent of obtaining some private gain (as opposed to, say, merely facilitating the neutral operation of the process). According to this definition earnings management could occur in any part of the external disclosure process, and could take a number of forms. A minor extension to the definition would include real earnings management, accomplished by timing investments or financing decisions to alter reported earnings or some subset of it.

According to Healy and Wahlen (1999, p. 368): ‘’Earnings management occurs when managers use judgment in financial reporting and in structuring transactions to alter financial reports to either mislead some stakeholders about the underlying economic performance of the company or to influence contractual outcomes that depend on reported accounting numbers’’. 

Healy and Wahlen (1999) attribute a negative value to earnings management. According to their definition they point out that managers can use many ways to practice judgment, and that they do this to mislead stakeholders about the underlying economic performance of the firm. This definition does not include decisions to use accounting judgment to make financial reports more informative for users. Because of this, the definition moves away from the information perspective. 

A third definition is communicated by Dechow and Skinner (2000, p. 238) they defined earnings management as: “the intentional, deliberate, misstatement or omission of material facts, or accounting data, which is misleading and, when considered with all the information made available, would cause the reader to change or alter his or her judgment or decision”. This definition refers to the deliberate intervention of management in the financial reporting process. This aspect of deliberation has to be clearly present in order to speak of earnings management. 

Concluding based on the before stated definitions, earnings management can considered as deliberate intervention by management in the financial reporting process. Generally, the deliberate intervention of management is to influence the users of the financial report consequently in gaining an advantage for themselves or the company. 
Because this research is about judgment and choices by the management of the housing associations, in this research, the definition of earnings management as given by Healy and Wahlen (1999) will use. As before definition of Healy and Wahlen confirm, earnings management is about judgment and choices. The management of a company judges the situation and makes a choice for a particular accounting method. Consequently, the choices made by management are key aspects of earnings management. Due to the fact of creative accounting, the term earnings management has considered as relatively negative. However, earnings management normally remains within the law and regulations. 

3.2 Main concepts of earnings management

In this paragraph, the main concept of earnings management will explain using the definition of earnings management as defined by Healy and Wahlen (1999). According to Healy and Wahlen (1999, p. 368): ‘’Earnings management occurs when managers use judgment in financial reporting and in structuring transactions to alter financial reports to either mislead some stakeholders about the underlying economic performance of the company or to influence contractual outcomes that depend on reported accounting numbers’’. 
This definition defines earnings management as a managerial activity driven by management incentives (Stolowy and Breton 2004). The main concepts of earnings management that allow managers to use managerial activity can divide into the following groups:

· Choice;

· Objective;

· Accounting decisions;

· Financial reporting;

· Fraud.

Choice

As described previously earnings management is all about judgment and choices perform by the management of the company. The management of a company judges the situation and makes a choice for a particular accounting method, which reflects the interest of the management or the company and indirectly of the management. In general, the choices made by management are key aspects of earnings management. Managers judge the company’s situation and make a certain choice in order to achieve their objective. Consequently, management’s objectives should consider as the underlying incentive for the choices made. As stated by Scott (2003, p. 369), “Earnings management is the choice by a firm of accounting policies so as to achieve some specific manager objective’’. 

Earnings management can considered as deliberate intervention by management in the financial reporting process, in order to achieve some specific management objective. In essence, the concept of earnings management relies on the theories of human behaviour, as described in previous chapter. 

Objective

Based on the definition of earnings management as communicated by Healy and Wahlen, can stated that in order to use earnings management to influence stakeholders or contractual outcomes, management need to have a certain objective. In most cases managements objective is to increase their own wealth or indirect by increasing the company’s situation for instance by higher salaries, status and higher profits for the company. Those choices that do not have the objective to influence stakeholders or contractual outcomes should not label as earnings management. According to Bailey et al. (1995), new legislation and external demands that result in changes in accounting practice are not within the definition of earnings management. 

In this research, the focus lies in the use of earnings management in the period before the introduction of the integrated corporate income tax. In the use of earnings management, the focus lies in the influence of stakeholders and contractual outcomes, for instance influencing the Dutch government, tax authority and the monitoring bodies of housing associations. The assumption is that the objective of the management of housing associations is to influence stakeholders and contractual outcomes in order to reverse the introduction of the integrated corporate income tax. On the other hand, earnings management can use to prepare for the introduction of the new law, for instance by premature recognition of revenue. 

Accounting Decision

As signalled previously earnings management can considered as deliberate intervention by management in the financial reporting process. In order to influence the financial reporting process, choices and actions need to perform to influence the company’s earnings. Influencing the earnings of the company occurs through the accounting of the company. Accounting choices are the essence of the accounting system of the company, by influencing accounting choices the management is able to influence the earnings. Fields, et al. (2001, p. 260) formulates accounting choices as: “Any decision whose primary purpose is to influence the output of the accounting system in a particular way, including not only financial statements published in accordance with GAAP
, but for example also tax returns’’. 

Only those choices or decisions made by management with the purpose to influence the stakeholders can label as earnings management. In order to influence the stakeholders those choices or decisions need to have an impact on the accounting system of the company. Because through the accounting system the accounting figures of the company can influenced. Concluding the assumption is that managers make choices or decisions that affect the accounting system of the company in order to influence the stakeholders or contractual outcomes. 

Financial reporting

According to Schipper (1989, p. 92); “By ‘earnings management’ I really mean ‘disclosure management’ in the purposeful intervention in the external financial reporting process, with the intent of obtaining some private gain.’’ Based upon Schipper earnings management can used in either internal or external reporting. The definition of earnings management concerns both internal and external financial reporting. Earnings management in internal reporting exists when departments or entities have to submit their financial report to the management or the parent company. However, the use of earnings management in internal reporting is to influence management or the parent company, but not the external user of financial disclosures of the company. Internal reporting focuses on controlling and managing the company by management. According to Schipper (1989) earnings management really mean disclosure management in the external financial reporting process, consequently external financial reporting. By using earnings management in external financial reporting, for management it is possible to influence stakeholders. As stated by Healy and Palepu (2001) financial information provided by the company is value relevant, meaning that financial disclosures provides useful information for stakeholders. 

In this research, only the external financial reporting by housing associations will investigate. Based on the assumption to influence stakeholders management may use external financial reporting, through the financial information provided to the stakeholders. Because internal financial reporting will used to influence managers within the company, internal financial reporting does not belong within the scope of this research.
Financial Fraud
According to the definition of earnings management as defined by Healy and Wahlen (1999), all relevant aspects of earnings management could define as:

· Judgment in financial reporting and in structuring transactions;

· Mislead stakeholders about the underlying economic performance;

· Influence contractual outcomes that depend on reported accounting numbers.

As explained previously managers make choices or decisions that affect the accounting system of the company in order to influence the stakeholders or contractual outcomes. All those actions that affect external financial reporting with an objective to influence stakeholders can label as earnings management. If these changes in accounting practice remain within the boundaries of the reporting standard, these actions can label as legitimate outcomes. However if these changes in accounting practice violate the boundaries of the reporting standard, these actions can be labelled as illegitimate outcomes. It is important to distinguish between earnings management and the closely related phenomenon of financial fraud. 

Financial fraud can be defined as: “the intentional and deliberate misstatement or omission of material facts, or accounting data, which is misleading and when considered with all the information made available, would cause the reader to change or alter his or her judgment or decision’’(National Association of Certified Fraud Examiners 1993, p.12) (Dechow and Skinner 2000, p. 238). Financial fraud is those actions that explicitly violate the boundaries of the reporting standard in order to mislead the stakeholders or achieve any personal gain. Law forbids financial fraud
. Managers who commit financial fraud intentional violate reporting standards in order to present financial information with deliberate misstatement to mislead stakeholders about the underlying economic performance. Achieving personal gain should interpret as personal gain of employees but also the gains for the company. 

An important difference between earnings management and financial fraud is the violating of reporting standards. Earnings management is those choices made by management that stay within the reporting standards and legal boundaries. However financial fraud and earnings management show several similarities. In practice, earnings management, due to the intention of influencing the stakeholders’ opinion or influencing certain outcomes, is usually qualified as unaccepted. Conversely financial fraud is intentional violation of reporting standards and legal boundaries and consequently an illegal act. 

Earnings management falls within the legal boundaries, but it falls outside the accounting principles of fair presentation of the company’s position as defined by GAAP and other guidelines. Stolowy and Breton (2004) emphasize the distinction between interpretation within GAAP and fraudulent behaviour; resulting in materially misleading financial statements. Stolowy and Breton state that manipulation is not fraud, but just a matter of interpretation. The reported financial position and results of operations will still fall into the “fair presentation” zone. Figure 1 is an overview by Stolowy and Breton of the limits of fair presentation, earnings management (accounts manipulation) and fraud. 
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Figure 1: Accounts manipulation and fair presentation (Stolowy and Breton, 2004)

The point at which managers decisions become earnings management or financial fraud is difficult to determine, give the absence of some objective evidence of intent. Figure 2 is an overview by Dechow and Skinner of in which way different type of managers’ choices can characterize. 
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Figure 2: The distinction between fraud and earnings management (Dechow and Skinner, 2002, 239)
3.3 Incentives for earnings management 

As stated by Stolowy and Breton (2004), earnings management is a managerial activity and is because of that driven by managers’ incentives. The question remains what are the incentives for the managers of the company and the company itself to use earnings management. According to Healy and Wahlen (1998) several different explanations exists which identify the incentives for the use of earnings management. These incentives, as frequently examined by different researchers, mainly arise from (Healy and Wahlen 1999):
1. Capital market;

2. Contracting;

3. (Government) regulation;

4. Signalling.

In order to create a good insight in the use of earnings management, in this paragraph the incentives for the use of earnings management will explain. First, the incentive of capital markets will comment, and then the incentive of contracting will explain. Thirdly, the regulatory motivations will comment. Finally, the incentive of signalling will comment. 

3.3.1 Capital market motivations

Inventors, financial analyst, use financial information made public by the company and monitoring bodies to value the firm, mainly resulting in the fluctuation of the stock price. According to Healy and Wahlen (1999, p. 10) the widespread use of accounting information by investors and financial analysts to help value stocks can create an incentive for managers to manipulate earnings in an attempt to influence short-term stock price performance. In general, the motivations of capital markets derive from the attempt to influence the stock prices and to gain from it (De Angelo, 1988). Incentive for the management of the company or the company to use earnings management is to avoid large fluctuations in the stock prices of the company, especially when there is a gap between firm performance and analysts or inventors expectations. 

According to Gaver et al. (1995), companies will try, by the use of earnings management, to decrease the earnings in years with higher than average earnings and increase the earnings in years with lower than average earnings. The objective of using earnings management is to satisfy to the expectations of inventors and financial analysts. Usually a company wants to show a steady growth in their earnings; by doing so, the company intends to prevent large fluctuations in their stock prices. Generally meeting inventors and financial analysts’ expectations will result in a positive reaction on the stock prices, usually in increasing stock prices. 

The capital market motivation for the use of earnings management in essence consist of the game of information disclosure as played by the management of the company or the company and the inventors and financial analysts. Financial information published by companies provides important information for inventors, financial analysts and monitoring bodies. The financial information published by companies could be used for investment decisions or financing decisions by banks or institutional investors. 

The Management incentives to use earnings management can clearly explained by the capital market motivations. The capital market motivation in this research will use to investigate the use of earnings management by housing associations. However, the assumption is that housing associations use the motivations of the capital market to influence inventors, financial analysts, monitoring bodies and the Dutch Government. Because housing associations are not listed on the stock exchange, to influence the stock price, by the management of housing associations the capital market incentives will not use. Consequently, the incentive as described by the capital market motivation to influence stock prices in this research will exclude. 

3.3.2 Contracting motivations

As signalled by Healy and Wahlen (1998, p. 18) “accounting data is used to help monitor and regulate the contractual relations between many of the firm’s stakeholders. Explicit and implicit management compensation contracts are used to align the incentives of management and external stakeholders. Lending contracts are written to limit managers’ actions that benefit the firm’s stockholders at the expense of its creditors’’. Contracts are set up in order to align the interests of the company with those of the stakeholders or own employees. The contractual relationship between the company and other stakeholders create incentives for the management of the company to use earnings management in order to comply with the contractual terms. 

According to Watts and Zimmerman (1987), compensation contracts as well as loan terms are the most common motives for the use of earnings management. Managers can use earnings management to maximize bonuses or comply with the terms of liquidity and solvability in loan contracts (Healy 1985; Dechow and Sloan 1995). 

The purpose of setting up contracts is to align the interest of the company with the interests of the stakeholders. Within housing associations, managers can use the incentives as defined by contracting motivations to comply with contractual terms, for instance complying with loan terms and maximizing bonuses. 

3.3.3 Regulatory motivations

According to Goncharov and Zimmerman (2008), governments and markets use various mechanisms to reduce the use of earnings management. In order to achieve the governmental objective mechanisms are put in place as accounting standards, auditing and enforcement as well as disclosure requirements for the financial markets. Healy and Wahlen (1999) mention that the earnings management literature has explored the effects of three forms of regulation: industry-specific regulation, anti-trust regulation and tax planning regulations. “Accounting standard setters have demonstrated an interest in earnings management to circumvent industry regulation”. “Standard setters may also be interested in earnings management for anti-trust purposes’’ (Healy and Wahlen, 1999, p. 377). 

As noted before the objective of the regulatory mechanisms, as introduced by government, standard setters and monitoring bodies, is to mitigate earnings management and to improve financial information disclosures to stakeholders. The regulations can provide the management or the company with incentives to use earnings management. Increased attention from government or regulatory bodies may result in new regulation with a negative impact on the company’s performance. By complying with the regulation, the risk of facing governmental or regulatory interference can reduce. The specific regulations are monitored by regulatory bodies and hence company’s can face investigations from regulatory bodies. However, the management of the company or the company by itself can derive from the existing regulations in order to get around investigations of regulatory bodies or to achieve tax benefits (Healy ad Wahlen, 1999). 

3.3.4 Signalling motivations

According to Subramanyam (1996) firms imply to present a better financial position in the financial statement or in financial information disclosures, because the managers try by this to signal their confidence in the firms’ profit to the shareholders and other users of the financial statements or financial information disclosures. The signalling motivations create the ability for managers or companies to make certain choices for compiling the financial statements in order to provide financial information that represent a certain signal about the firm. The management of the company or the company will try, by the use of earnings management, to influence stakeholders by signalling a certain image of the company. 

It may be possible that managers will try to manipulate earnings upwards to outperform other companies and to signal to the market that they are better than their competitors are. By doing so, the company and the management of the company will receive a lot of positive attention from the stakeholders. On the other hand, in a downward market with lots of negative forecasts, when earnings are disappointing, the management have an incentive to make things look even worse. Because stakeholders already have taken in to account that, the company will report disappointing earnings. Boots in future income may be attributed to their performance, for instance in higher bonuses for management. 

3.4 Forms of earnings management 

Earnings management exists in several different forms. Within practice, the following forms of earnings management are known: income smoothing, ‘’big bath’’ accounting, recognition of revenue, ‘’cookie jar’’ reserves and immaterial misapplication of accounting principles. In this section the different forms of earnings management, as describe before, will be explained more in depth. 

Income smoothing

Albrecht and Richardson (1990, p. 713) defined income smoothing as: “the deliberate dampening of fluctuations about some level of earnings in which is considered to be normal for the firm” (Barnea, Ronen and Sadan, 1976, p. 110). The management of companies uses income smoothing to reduce fluctuations in reported earnings, in order to show a steady image of their reported income. Income smoothing relates to income maximization and minimization. In periods with disappointing earnings, management will try to increase the reported earnings, as known as income maximization. However, in periods with high earnings management will try to lower the earnings, as known as income minimization. As noted by Fudenberg and Tirole (1995) income smoothing occurs when a manager takes actions that increase reported income when income is low and takes actions that decrease reported income when income is relatively high. As stakeholders react to the companies reported earnings. 

According to Albrecht and Richardson (1990), income smoothing can divide into real smoothing and artificial smoothing. Real smoothing arises when the management of the company takes actions to structure economic events of the company in order to show a steady image of the reported earnings. Artificial smoothing occurs when the management of the company manipulates the timing of accounting entries in order to produce smooth income streams (Albrecht and Richardson 1990). 

“Big bath” accounting

As noted by Healy (1985) “Big bath’’ accounting occurs when a company is restructuring itself and by doing this with the purpose to take big losses. A common view on “Big bath” accounting is that new management will start with the restructuring of the company, increase provisions for bad debt, and take other income decreasing accounting decisions. In ‘Management Changes and Discretionary Accounting Decisions’ (1973), Moore reports on a study of the income reducing discretionary accounting decisions which were made after a change in management. Moore states that new management can benefit from discretionary accounting decisions, which reduce current income in at least two ways: “First, the reported low earnings may be blamed on the old management, and the historical bases for future comparison will be reduced. Second, future income would be relieved of these charges so that improved earnings trends could be reported” (Moore, 1973, p. 101).Hence boots in future income then, will be attributed to the performance of the new management. 

According to Mohanram (2003), earnings management does not always have to mean upwards manipulation. When firms are way below their targets, they have an incentive to make things look even worse. As an explanation for this, maybe deviant, behaviour Mohanram mentions that if a firm is way below the target, the costs of being even worse are typically minimal.

A possible theoretically explanation of „big bath accounting‟ comes from Watts and Zimmerman (1990, p. 139): “A bonus plan does not always give managers incentives to increase earnings. If, in the absence of accounting changes, earnings are below the minimum level required for payment of a bonus, managers have incentive to reduce earnings this year because no bonuses are likely paid. Taking such an „earnings bath‟ increases expected profits and bonuses in future years. 

Recognition of revenue

The third form of earnings management that will comment is recognition of revenue. According to SEC chairman Levitt (1998, p. 9) recognition of revenue consist of; ”recognizing revenue before a sale is complete, before the product is delivered to a customer, or at a time when the customer still has options to terminate, void or delay the sale’’. Managers will try to boost their earnings by manipulating the recognition of revenue. On the other hand, managers have an incentive to reduce earnings this year if no bonuses are likely to be paid. By lowering earnings this year, increases expected profits and bonuses in future years. 

According to Dutch GAAP, revenue is recognized as such when a transaction occurs and the revenue is realized, or realizable, and the revenue is earned. Recognition of revenue is a form of earnings management that is forbidden within Dutch law and consequently classified as fraud. As noted previously changes in accounting practice which remain within the boundaries of the reporting standard can be classified as earnings management or legitimate outcomes. However, changes in accounting practice that violate the boundaries of the reporting standard can classify as fraud or illegitimate outcomes. 

“Cookie jar” reserves

“Cookie jar” reserves as a form of earnings management are closely related to the “Big bath” accounting form. “Cookie jar” reserves can be defined as managers using unrealistic assumptions to estimate liabilities for such items as sales returns, loan losses or Warranty costs (Levitt, 1998). The management using unrealistic assumptions to estimate liabilities will result in unnecessary created provisions or reserves and in unnecessary overstated provisions or reserves. As stated by Levitt (1998, p. 7); “in doing so, companies stash accruals in cookie jars during the good times and reach into them when needed in the bad times’’. Managers create certain provisions or reserves in years with high earnings in order to flatten the high earnings. In years with disappointing earnings, managers than can lower the created provisions or reserves for the necessary amount, in order to increase the company’s earnings or financial position. 

Immaterial misapplication of accounting principles

The last form of earnings management that will comment is the immaterial misapplication of accounting principles, commonly known in practice as the flexible use of materiality. Materiality is a tool created by standard setters and accountants in order to provide companies with flexibility into financial reporting. Materiality can be used to rank information. Materiality is defined by IASB
 as follows: “Information is material if its omission or misstatement could influence the economic decision of users taken on the basis of the financial statements. Materiality depends on the size of the item or error judged in the particular circumstances of its omission or misstatement. Consequently, materiality provides a threshold or cut-off point rather than being a primary qualitative characteristic which information must have if it is to be useful”. SEC chairperson Levitt (1998, p. 8) stated that; “...some companies misuse the concept of materiality. They intentionally record errors within a defined percentage ceiling. They then try to excuse that fib by arguing that the effect on the bottom line is too small to matter. If that’s the case, why do they work so hard to create these errors? Maybe because the effect can matter, especially if it picks up that last penny of the consensus estimate. When either management or the outside auditors are questioned about these clear violations of GAAP, they answer sheepishly......”It doesn’t matters. It’s immaterial””. 

Immaterial misapplication of accounting principles as form of earnings management has the incentive for managers to create “errors” into the financial system that do not exceed the level of materiality. By using these “’errors” management is able to increase or decrease certain balance sheet items. As noted before by SEC chairperson Levitt this form of earnings management is clear example of the violation of GAAP
. Consequently, this form of earnings management can classify as financial fraud. 

3.5 Summary

Summarizing, when commenting earnings management the choices are referred to make by management that, via accounting decisions, affect the external financial reporting, with the intention to influence the stakeholders. Depending on the managements’ view, earnings management can be managed downwards or upwards. The main concepts of earnings management have been presented. Several incentives for the use of earnings management have presented. The different incentives to apply earnings management are a mere impression of the most common incentives that have been communicated in the academic literature. Moreover, different forms of earnings management have been presented. These are the most practiced forms of earnings management as found in the academic literature. In this chapter, the incentives for the use of earnings management have described and the assumption is that the incentives for the use of earnings management exist. 

In the next chapter, prior research regarding earnings management will be commented. Based on the literature review hypotheses will be created to investigate the main research question. Finally, the existing models who claim to investigate the use of earnings management will comment. 
4 Prior research

This chapter will provide an overview of the recent developments for activities of Dutch housing associations and the existing literature for the use of earnings management. In the first paragraph, an overview of the recent developments for activities of housing associations will present. The intention of the second paragraph is to analyse the previous studies performed on the use of earnings management and state some findings extracted from prior research. The third paragraph begins with commenting two important subjects within earnings management, namely accruals and the classification of accruals into discretionary and nondiscretionary. Moreover, in paragraph four, the three main research approaches to investigate earnings management will be commented. The fifth paragraph comments the different models to detect the use of earnings management. Based on the literature review hypotheses will be created to investigate the main research question. Finally, the applicability of these models on Dutch companies will comment.

4.1 Recent development for activities of Dutch housing associations

Since January 1, 2008, in the corporate income tax act 1969a new legislation has introduced, which stipulates that housing associations from that moment will fully charged for the corporate income tax? Two years earlier, on January 1, 2006, a new legislation has introduced, which defined that housing associations partly will charged for the corporate income tax. This partial tax liability meant that housing associations were taxable as and when profits will realized for commercial activities. In principle, housing associations operate without the objective of creating profit in building, managing, and the rental of real estate for the public housing. When describing the changes chronologically, the starting point would be the situation that occurred before January 1, 2004. 

4.1.1 Situation before 1 January 2004

Housing associations usually operate in the legal form of an association or foundation. Both associations and foundations are liable to corporate income tax when they operate with the aim to create profit also known as managing an enterprise. An enterprise is a permanent organization of capital and labour, which by means of participation in the economic movement seeks to generate profit. An association or foundation is taxable for the corporate income tax for that portion of the result that will achieve due to the managing of an enterprise. More focused on housing associations article 70 in the housing act is applicable. This article defined in paragraph 1 that associations with full legal jurisdiction and foundations that are exclusively operative in the area of public housing and only uses dividend payments in the interest of public housing, by royal decree can be labelled as authorized institutions. This is only applicable if they are operating exclusively and in the interest of public housing. The status of the authorized institution will became effective if associations and foundations comply with the rules of the Bbsh. The assets of before motioned institutions are ‘socially tied assets’. Consequently, the assets/capital should remain within the public housing sector, even after a possible loss of the status as authorized institution. If an institution meets all these requirements, a subjective exemption exists for the corporate income tax. Housing associations could claim this exemption of corporate income tax only if the next four conditions are met:

1. The profit is maximum € 7,500 per year or not more than € 37,500 per five years;

2. In determining the profit a notional cost deduction is allowed if mainly, consequently more than 50%, volunteers are employed during the activities;

3. Fund acquiring institutions can deduct in full the expenses in the benefit of charity;

4. Institutions with no shareholders have allowed creating a fiscal allowance for future expenditures, in the next three years, for assets and project that expecting to create a loss. 

4.1.2 Situation after 1 January 2004

As of January 1, 2004, the exemption in the corporate income tax, for housing associations, has changed. As before January 1, 2004, a housing association only could receive the status of full tax liability if a housing association at any time no longer were qualified as authorized institution. However, as from 2004 a slightly broader taxable basis has introduced. Consequently, from that time the subjective exemption will only permitted for those activities as described in the Bbsh. Based on the content of the Bbsh at that time, the exemption applies to the next activities:

1. Affordable housing for target group;

2. Ensure the quality of homeownership;

3. Promoting the liveability of neighbourhoods and districts;

4. Promoting involvement of residents in making policy and management;

5. Ensure the financial continuity;

6. Contribute to housing in the medical care

That these tasks belong to the core activities of the housing associations is no coincidence. Furthermore, the Dutch ministry of Housing Spatial Planning and the Environment (further VROM) communicated by circulars which ancillary activities housing associations are allowed to develop. Firstly, the ancillary activities should meet the condition of having a residential character. Moreover, these activities should have a significant and demonstrable value for the core activities of the housing association. Finally, the ancillary activities should be brought into a taxable entity as a B.V. or N.V. if the scope of activities exceeds the defined limited scope. Taken all the before stated into account, the conclusion of the legislation from 1 January 2004 is that housing associations that operate within the boundaries of the housing act, the Bbsh and the related circulars are not a subject to the corporate income tax.

4.1.3 From January 1, 2006: Partial corporate income tax liability

As of January the 1st, 2006, corporate income tax will charged over the result achieved on commercial activities. The housing associations will finance with money from governmental sources, are operating in the interest of the public housing, and consequently will not charge for corporate income tax. On the other hand, private real estate companies will finance through other sources than governmental and will charge for the corporate income tax over their achieved result. The legislator defined the competition between the housing associations, classified as authorized institutions, and the private real estate companies as competitive distortions. The need to align this difference resulted in the introduction of a corporate income tax for the commercial activities of housing associations.

After years of exemption of corporate income tax, as of fiscal book year 2006 a new tax treatment for housing associations was set in place. In the tax plan 2006 article 5, paragraph 1, sub d corporate income tax act 1969, the statutory provision, which accommodated in the subjective exemption of housing association, is changed. Consequently, housing associations are only exempt from paying corporate income tax to the extent of their activities that consist of the acquisition, the possession, management and the alienation of: 

· Other than temporary rented accommodation for which at the start of the book year a monthly rent apply, which not exceed the amount as specified in article 13, paragraph 1, sub a law on rent allowance (wet op de huurtoeslag);

Article 2 in the law corporate income tax 1969 contains an exhaustive list of interior taxpayers. The legal status of an organization determines whether an organization is taxable. Housing associations usually have the legal status of association or foundation. Unlike BV’s and NV’s which are fully taxable, associations and foundations (housing associations) are only taxable if and insofar they manage an enterprise, consequently enter into competition with market parties. Herewith the distinction can draw between taxable profits on the one hand and non-taxable profits on the other hand. 
The core activities of a housing association for tax purposes will usually not classified as managing an enterprise. On the other hand, the commercial ancillary activities will generally labelled as managing an enterprise, hence entering into competition with market parties. This type of activities will be charged with corporate income tax. Furthermore, these commercial ancillary activities were already incorporated within a taxable subsidiary, due to the rules outlined in the Bbsh and the bases in the associated circulars that obliged the housing associations to do so since the 2004 regulations. 

4.1.4 Settlement
The before stated, amendment in the law resulted in much confusion in the sector. To clarify the situation regarding the effect of the amendment of the law the association of housing associations Aedes and the tax authorities started conversations. These negotiations would ultimately result in a settlement (vaststellingsovereenkomst, further VSO). This VSO includes agreements between the two parties about the most imaginable situations. Housing associations had the chance to sign the VSO and consequently accept the agreements reached between Aedes and the tax authority. If more than 30% of the housing associations would not sign the agreement, the tax authorities would refrain from signing the VSO. Since more than 98% of the housing associations signed the VSO, the agreement has became a fact and the agreements within became applicable as from the new law on January 1, 2006. 

4.1.5 From January 1, 2008: Integrated corporate income tax

The partial tax liability introduced on January 1, 2006 did not sufficiently improve the level playing field in the real estate market. VSO 1 was prematurely and unilateral terminated by the tax authorities to create a possibility for a new tax treatment for the housing associations, namely the integrated tax liability. The partial tax liability did not led to the hoped for improvements in the level playing field in the real estate market. The question arises in which way the influence of the taxes, and in this especially the corporate income tax, reaches in the functioning of the real estate market. Consequently, it was not clear who is eventually charged with the taxes. Based on a legal point of view the housing associations are taxable, but based an economical perspective of view the taxes are passed over to the consumers or suppliers. Another problem with the partial tax liability concerns the neutrality principle. Because within a housing association both taxable and non-taxable activities exists, the risks exists that costs and revenues will shifted between the taxable and non-taxable activities. This can result in a decrease of the profits of the taxable activities and the increase of the profits of non-taxable activities, resulting in a lower effective tax burden. However, the government tries to create a level playing field in terms of rules/laws. As of January1, 2008 is in the context of a level playing field in terms of rules the integrated tax liability for housing associations is introduced. 

From January 1, 2008, housing associations are taxable for the corporate income tax. Both the social and commercial activities from that moment are subject to the corporate income tax. According to the government, the argument for introducing the integrated corporate income tax is to create a level playing field on the housing market. 

4.1.6 Vogelaarcharge
Based on research conducted by the government a number of residential areas are identified with considerable liveable health problems. In order to improve the liveable health problems in these residential areas the government emphasis on improving the living conditions, work conditions and the safety. In the Netherlands, about 140 residential areas encounter social and socio economic arrears and problems. In about 40 of the 140 residential areas, the problems are the worst and require the most attention from all. The problems in these districts arise due to the migration of middle-income residents to other and better neighbourhoods. The residents with lower income and the underprivileged remain behind so that the risk exists of losing connection with society. 

Consequently, in order to transform the 40 worst residential areas into ‘power districts’ (‘krachtwijk’) the Dutch government has decided that specific attention and additional financial resources are necessary. The former Minister Ella Vogelaar of the department Wonen, wijken en integratie (further WWI) made the authorized institutions key players in achieving the district action plans. In this context, housing associations have an important task. An additional amount of € 250 million had to be invested on yearly basis into these districts. 

The principle of this so called ‘Vogelaarcharge’ is that housing associations with no problem projects into their residential areas have to pay a premium to CFV. With the collected premiums, in order to support their projects, the CFV provides a subsidy to the housing associations that are active in the identified problem residential areas. This redistribution by housing associations and not through other proprietors has two reasons. In the first place, it is an explicit objective of the housing associations to provide adequate living space for the target group. Secondly, authorized institutions have built up a large capital over the years. However, this capital is not only acquired through their activities but also through governmental subsidy, the exemption of corporate income tax and the possibility to attract cheaper debt through guarantees by the government. The obligatory contribution of the authorized institutions to CFV is regulated by article 71e in the housing act. 

The CFV based on the Besluit Centraal Fonds voor de volkshuisvesting (further BCFV) has the possibility to impose a levy to the authorized institutions, which aims to subsidize the authorized institutions in the benefit of public housing. Because of this possibility, but in addition, because of its supervisory role, the CFV is appointed by the government to create substance to the levy at and the subsidization of the housing associations. In order to verify whether and to what extent the intended activities were actually performed, the CFV shall review the project after the grant of project support. 
4.2 Empirical findings on earnings management

The introduction of the corporate tax has created large discussions between the housing associations, regarding their social task of construction of social housing and the rent of social housing. The housing associations are concerned about the fact that they are operating as a non – profit organization but will charged for corporate income tax on their result. According to Aedes, association for housing associations, the introduction of the corporate income tax will result in a lower amount after taxes that will be available for investments in social housing and the renovation of the existing social property. As required in the Dutch law, housing associations are exclusively operative in the area and in the interest of public housing. Consequently, housing associations are set as non-profit organizations and corporate income tax had to be paid only based on their commercial activities. 

Based on research on this topic by van Kalleshans Verbraeken (2007) has concluded that with the introduction of the new law a remarkable situation is created. Money earned in the social hiring sector will used for general resources by the government and consequently, will not be available for investments in the public housing. The money earned with the rent of social property should stay available to the housing associations to improve the public housing. Another study by the central fund for public housing (2007) provided results that indicated a decrease of € 500 million in investments in social housing-by-housing associations after the introduction of the new integrated corporate income tax. This amount to the housing associations will charge as corporate income tax. 

The most common methods used to manage earnings, involve changing the assumptions for accounting standards. However, considering the flexibility that GAAP usually allows, determining the point at which managerial discretion becomes earnings management is difficult. However, according to Mohanram (2003), earnings management does not always have to be related to changes in accounting practices. Firms can also manage income through managing transactions, for instance accelerate revenue recognition prior to the end of a fiscal period.

Based on their review of the academic evidence on earnings management, Healy, and Wahlen (1999) note that for researchers it has been remarkably difficult to document convincingly the existence of earnings management. According to Healy and Wahlen, this problem arises primarily because, to identify whether earnings have been managed, researchers first have to estimate earnings before the effects of earnings management. They explain that one common approach is to first identify conditions of managers’ incentives to manage earnings are likely to be strong, and then test whether patterns of unexpected accruals (or accounting choices) are consistent with these incentives.

Earnings management creates the possibility for manager to use their discretion over accounting accruals and accounting choices. It is assumed that managers use their discretion over accounting accruals to increasing their own wealth or the company to benefit from it. Previous research has shown that GAAP requires management to make judgments and estimates in order to provide periodical financial reports. Dechow and Skinner (2000) observed that some forms of earnings management, such as income smoothing, are hard to distinguish from appropriate accounting choices. Consequently, it is critical to distinguish regular accrual accounting from earnings management. 

As stated in the Bonus Plan Hypothesis incentive exists for managers to apply earnings management in order to maximize their bonuses or to secure future career opportunities. The incentive for the use of earnings management results from the contracts as set up by the principal and the agent. Healy (1985) finds that managers of 94 firms listed on the 1980 Fortune Directory of the 250 largest U.S. industrial companies, choose not only income-increasing accruals but also income-decreasing accruals. Especially if the bonus or compensation plans have an upper and lower level. In contrary to Healy, Gaver et al. (1995) found on a sample of 102 firms, that managers select income-increasing accruals when earnings before discretionary accruals are below the lower bound (on which their compensation will based). This research differs from Healy because the researchers used discretionary accruals instead of total accruals models to detect earnings management. 

When a manager is planning to leave the company, it is assumed, that the last financial statements presented by him show very good results. By doing so, the manager tries to maximize his bonus and the good result will strengthen his job opportunities or status. Dechow and Sloan (1991) supports this theory by concluding; that CEO’s try to increase their compensation in their final years of their contract by cutting on research and development expenses. Dechow and Sloan (1991) found on a sample of 405 firms positive evidence of income increasing accounting choices by CEO. DeAngelo (1988) examined whether there is an increase in the frequency of earnings management in period when top managers’ job security is threatened or their expected tenure with the firm is short. She finds that during a proxy contest incumbent managers appear to exercise accounting discretion to improve reported earnings. The research of DeAngelo consists of a sample of 86 proxy contests for board seats, for the period 1970-1983. The research is conducted in accordance with the DeAngelo model. 
Another research of Ooi (2001) who studied the opportunistic behaviour of managers within real estate companies in the United Kingdom, which are listed on the stock. Ooi assumes that there important differences exist between the managers of a company and stakeholders that are interested in the company. The research of Ooi consist of a sample of 251 companies who issued bonds- or shares in the United Kingdom between 1989 and 1995. In the first part of the research, Ooi examined the shareholder relationships between the managers and the owners of the company, in which way many shares are held by the managers of the firm. Moreover, in the second part of his study, he examined the extent of opportunistic behaviour in the various shareholder distributions. 

Ooi (2001) concluded that managers behave opportunistic and use earnings management to manage earnings in order to suits their personal goals. Research outcomes show that about 25% of the shares of the companies are held by managers. However, this will became less as the size of the companies grows. Ooi state that companies with a management that held a greater proportion of the shares, the decisions made by management are advantageous to the other shareholders of the company. On the other hand, Ooi noted that in large companies where this relationship is different, management is more opportunistic in their accounting choices and decisions. Finally, Ooi conclude that it is important for real estate companies, financed with long-term debt that management acts in the best interest of the company and stakeholders and not in the interest of increasing their own wealth. 

According to Han and Wong (1998), investigated the oil firm’s accruals during the Gulf war, when the oil price increases rapidly, in order to prevent political attention or pressure from society, managers or companies applied the use of earnings management. In order to test whether firms that expect price increases, use income-decreasing accruals to avoid political costs. The dataset for the conducted research consist of 76 firms for the year 1990, performed based on the Jones model. Han and Wang conclude that the oil firms used earnings management, income-decreasing accruals, to avoid large earnings and consequently political costs or pressure from society. 

According to Burgstahler, Hail and Leuz (2006) who investigated the role of reporting incentives because of capital market pressure and legal institutions to report earnings that accurately reflect a firm’s economic performance. The dataset for the conducted research consist of a large sample of private and public firms from 13 European countries. The authors drew the following interesting conclusion: we document a residual role of tax alignment and accounting rules, which seem differentially to affect private and public firms. Rules that align tax and financial accounting have a larger impact on the reporting behaviour of private firms, consistent with the idea that private firms emphasize tax minimization relative to communicating firm performance via earnings (Brugstahler, Hail and Leuz 2006, p. 35).

Research performed by Burgstahler and Dichev (1997) examine whether, in which way and why, firms avoid earnings decreases and losses. The research of Burgstahler and Dichev consist of a sample of 64,466 observations in the years 1977 until 1994. According to Burgstahler and Dichev (1997), in order to increase earnings both cash flow from operations and changes in working capital have manipulated. The incentive to use earnings management in order to increase earnings can define as: managers avoid reporting decreasing earnings or losses to decrease the costs imposed in transactions with stakeholders. Consequently, decreasing earnings or losses often will manage away. 

Furthermore, incentives for the company or its management to use earnings management are to minimize taxes. Most companies want to avoid large fluctuations in their earnings, showing almost the same stream of earnings over the years costs less taxes than earnings, which show large fluctuations over the years. However, reporting negative earnings will not result in negative taxes, although reporting positive earnings will charge with taxes. According to van Schaik (2007) when the earnings are a combination of the negative and positive earnings the taxes in total will be lower, this because the negative earnings included in the other earnings, lowering the overall earnings of which tax must be paid. Burgstahler and Dichev (1997) conclude that firms avoid negative earnings; they present nonparametric evidence that the distribution of earnings is ‘bunched’ just above zero. 

As noted by Watts (2003, p. 216-217) financial reports that coincide with tax reports provide incentives to defer income in order to reduce present value of taxes. Asymmetric recognition of profits and losses is beneficial as it reduces taxable income and present value of taxes, and consequently increases firm value (Gotti, 2008, p.5). 

Philips et al. (2003) investigated the usefulness of the deferred tax liabilities to detect the use of earnings management. The purpose of his research is to investigate to what extent earnings management is used and in which way this can be measured. Philips et al. (2003) state that managers prefer to increase the company’s profit, based on commercial accounting policies, without increasing the profit according to fiscal laws. Hence, the assumption exists that the deferred tax liabilities certainly can be an indication of the use of earnings management. Philips examined the use of earnings management through the deferred tax liabilities based on the following three hypotheses: earnings management has used when reporting a decline in earnings, earnings management has used to avoid reporting a loss, and earnings management has used in order to meet analysts’ expectations. The research is done based on data collected from U.S. companies for the period of 1994-2000, because foreign companies face other tax rules and financial reporting requirements than U.S. companies. The dataset for the research consists of a sample of 2,179 and 2,536 observations. Based on the outcomes of the research the first two hypotheses are confirmed, only the hypothesis that earnings management is used to meet analysts' expectations are not confirmed. Philips et al. (2003) concludes his research by stating that the extent of differences between the commercial- and fiscal earnings can be an indication for the use of earnings management. 
Lastly, research done by Bartov (1993) provided empirical evidence that managers in the United States use earning management in the form of the timing of the sale of investment property. Bartov investigated in his research the following two hypotheses, namely: there is a negative correlation between the income from the sale of real estate and the changes in the earnings to equalize the earnings and there is a positive correlation between the revenue from the sale of real estate and the debt-equity ratio. The dataset for the research consists of 653 observations from Compustat, classified by industrial sector. 

The outcomes of the research conducted by Bartov (1993) showed that companies with a negative changes in earnings before the sale of investment property recorded higher revenue from the sale of investment property than companies with a positive changes in earnings before the sale of investment property do. Besides, Bartov examined extent of sales of investment property in the fourth quarter of the financial period. He argues that previous research has shown that earnings management is especially applied in the fourth quarter of the financial period. The fourth quarter is usually the last quarter of the company financial year, after which the annual report is prepared. Based on his research Bartov conclude that this is indeed the case. Evidence provided by Bartov (1993) in addition shows that companies with a high debt-equity ratio than companies with a low debt-equity ratio sell property faster. Based on this Bartov assumes that companies with high debt-equity ratio than companies with a low debt-equity ratio have higher sales. Bartov also concluded that managers of companies who encounter changes in earnings sale property in order to generate additional earnings. However, in the case of decreasing earnings this phenomenon is much bigger than in companies with increasing earnings. Finally, Bartov state that the debt-equity ratio affects the income from the sale of property. 
Earnings management is a hot topic in financial accounting. Many studies regarding earnings management and subtopics have been explored. However many of the studies investigated earnings management in a profit oriented environment. In this research the use of earnings management by housing associations has investigated, hence housing associations are non-profit organizations. It is questionable whether profit- and non-profit organizations have the same incentives and goals regarding financial reporting. Consequently, the assumption has drawn that profit- and non-profit organizations have the same incentives and goals with regard to financial reporting. However, because housing associations are not listed on a stock exchange the incentives and goals for profit-oriented organizations with regard to stock prices have excluded.
4.3 Measuring earnings management

This paragraph will focus on in which way to detect the use of earnings management, commenting two important subjects within earnings management, namely accruals and the classification of accruals into discretionary and nondiscretionary. 

4.3.1 Accrual Accounting

According to GAAP,
 financial statements have to be prepared on accrual basis and in addition, the company has to be going concern. The main goal of accrual-based accounting is to help stakeholders assess the company’s economic performance during a period. This will perform with accounting principles, such as matching and revenue recognition. Dechow (1994) stated that the matching principle’s objective is to align, when it is reasonable to do so, the expenses with the accounting revenues. According to Dutch GAAP, revenue is recognized as such when a transaction occurs and the revenue is realized, or realizable, and the revenue is earned. The opposite of the accrual-based accounting is cash accounting. Cash accounting is a form of accounting based on the cash flow and cash positions. Under cash accounting, costs will recognize as such when the according cash has paid; revenue will only recognize as such when the according cash received. 

According to Dechow (1994), since accruals tend to be negatively related to cash flows, an accrual process results in earnings that are smoother than the underlying cash flow. Consequently, earnings provide better information about future economic performance to investors than cash flows. Bergstresser (2004) defines accruals as components of earnings that are not reflected in current cash flows and a great deal of managerial discretion goes into their construction. Based on the definition of accruals as given by Bergstresser differences in financial reporting arise due to timing differences. When the expenses and the according revenue do not take place at the same time, then timing differences arise. In order to overcome these timing differences special accounts are introduced into the accounting system, for instance accounts receivable and accounts payable. 

As stated by Watts and Zimmerman (1990) accruals show the difference between operating cash flows and earnings. Accruals can be classified into two mayor types namely; revenue accruals and expense accruals. The classification of accruals into types dependents on the movement of the cash flows. Revenue accruals are accruals created in order to record the situation where revenue is recognized before the corresponding cash is received. Expense accruals are accruals created in order to record the situation where the expense is recognized as costs before the corresponding cash has been paid. 

4.3.2 Discretionary and non-discretionary accruals

Accrual based accounting can be specified into discretionary and non-discretionary accruals. According to Van der Bauwhede (2003, p. 198) “discretionary accruals (i.e. unexpected accruals), are that portion of a firm’s accruals that cannot be explained by the company’s normal operating activities. Non-discretionary accruals (i.e. expected accruals) are accruals that lie in the line of expectations when looking at the normal operating activities, thus reflecting exogenous economic conditions”. The difference between the two types of accruals depends on the influence the manager has to adjust this particular accrual; discretionary accruals include the manager’s impact on accounting. Hence, a discretionary accrual is an unexpected accrual based on the normal operating activities of the company, such as estimated bonuses for management. The expenses of the bonus will recognize as such however, the corresponding cash has not paid yet. Discretionary accruals represent a great degree of subjectivity and are open to manipulation by management. On the other hand, a non-discretionary accrual, an expected accrual, is an obligatory expense that has yet to realize but has already recorded in the accounting system. Consequently, non-discretionary accruals are not open to manipulation by management and represent a very low degree of subjectivity. 

As noted before discretionary accruals include manager’s impact on the particular accruals. In order to investigate earnings management it seems best to use discretionary accruals, due to manager’s ability to manipulate these accruals. These accruals consist of a great deal of subjectivity and consequently accruals that could be influenced by management. The non-discretionary accruals should separate from the total accruals; consequently, non-discretionary accruals represent the normal operating activities and consequently do not reflect the use of earnings management. By using discretionary accruals, only those accruals will investigated which the management can influence. In paragraph two and three, the different models who try to detect the use of earnings management will comment hopefully this creates evidence for the use of earnings management and in which way they investigate earnings management. 

4.4 Research approaches 

According to McNichols (2000), three different approaches exist, which will, commonly, used to measure in which way earnings management has performed. McNichols distinguishes the following three approaches; aggregated accruals, specific accruals and the frequency distribution approach. Each of these approaches uses a specific method to distinguish the discretionary accruals from the non-discretionary accruals. As noted in previous chapter’s earnings management only exists when management has the intention to influence stakeholders through the disclosure of financial information. Management can influence discretionary accruals because of the objectivity by the estimation of a discretionary accrual. The assumption is made that when significant changes in discretionary accruals are identified, earnings management is proven. Underlying to this assumption is that earnings management only exists when the management has the intention to influence stakeholders; it is consequently assumed that these intentions exist when significant changes in discretionary accruals are identified. 

Aggregated accruals

The method of measuring earnings management by investigating the aggregated accruals is referred to as the “aggregated accruals” approach. According to Dechow (1994), this approach of detecting earnings management attempts to identify discretionary accruals, which will based on the relation between total accruals and hypothesized explanatory factors. The aggregated accruals approach is used by Healy (1985) and DeAngelo (1986) to investigate earnings management. 

Specific accruals

A second method of measuring earnings management based on accruals uses specific discretionary accruals to detect earnings management. According to McNichols (2000), these studies often focus on specific industries, in which researchers expect earnings management will reflect in some specific accruals. Examples are bad dept accruals and depreciation policies.

Earlier research by McNichols and Wilson (1988) support the hypothesis that the provision of bad debts, which can defined as a specific accrual, is responsible for income-decreasing policies (i.e. big bath accounting) for firms whose earnings are unusually high or low.

Frequency distribution approach

Earnings management is not only measurable by accounting based research on accruals, but could also be investigated using statistical research. The third method, the frequency distribution approach, focuses on the distribution of earnings in financial statements using histograms and Z-scores. This model assumes that earnings management exists when plotted earnings of firms in the sample, differ significantly from an expected normal distribution. 

Jacob and Jorgensen (2007) find, consistent to prior research of Burgstahler and Dichev (1997), that the distribution of fiscal year earnings is discontinued scaled around zero with a disproportionately low (high) frequency in the partition immediately to the left (right) to zero. Hayn (1995) suggests that these results could explained by the fact that firms whose earnings are expected to fall just below zero improve their earnings until just above zero to cross this red line. He also suggests that the low frequency of losses just around zero can explained by big bath accounting, firms with losses would take additional write-offs to reduce further their income. 
4.5 Models to detect the use of earnings management

In this paragraph, the different models to detect the use of earnings management will comment. According to Dechow et al. (1995) who evaluated alternative accrual based models for detecting the use of earnings management; the following models claim to detect the use of earnings management; the Healy-model, the DeAngelo-model, the Jones-model, the modified Jones-model and the Industry-model. As noted previously through the discretionary accruals the management has the ability to influence stakeholders, about the underlying performance of the company. Because discretionary accruals are open for manipulation, these models use discretionary accruals as proxy for determining earnings management. The models try to identify the discretionary part of the accruals by determining the nondiscretionary accruals, given the formula for discretionary accruals;
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The models, as signalled before, are based on the assumption of two periods, namely the estimate period and the event period. The estimate period is the period in which is assumed that the company has not used earnings management. On the other hand, the event period is the period in which is assume that the company has used earnings management. According to Jones (1991) the models are based on the assumption that the difference between the estimate- en event period is due solely to changes in discretionary accruals, because nondiscretionary accruals are assumed to be constant from period to period. In this research, the event period will investigate for evidence of the use of earnings management by housing associations. Based on before stated the estimate period will be used as an instrument to investigate earnings management in the event period. 

4.5.1  The Healy model

Healy (1985) makes the first attempt in the earnings management literature to estimate earnings management by estimating deviations from normal levels of accruals. Healy (1985) measures the non-discretionary accruals in a year as the difference between the total accruals in that year and the average accruals based on the previous years. According to Healy (1985) total accruals consists of both non-discretionary accruals and discretionary accruals and can be estimated by the difference between reported accounting earnings and cash flows from operations. The Healy-model starts with total working-capital accruals. The cash flow is the working capital from operations minus changes in inventory and receivables, plus changes in payables and income taxes payable (Healy 1985). Healy (1985) defined total accruals by the following formula: 
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AAR ccounts receivable in year t minus accounts receivable in year t-1
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With before stated formula the total accruals in a year can be calculated. According to Healy (1985), systematic earnings management occurs every period. Consequently, the nondiscretionary accruals can calculate by comparing the total accruals with the average accruals calculated of the total accruals of the previous years. Dechow (1995) stated that the next formula for estimating the nondiscretionary accruals can be derived;
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4.5.2 DeAngelo model

The DeAngelo model can be viewed in reaction to the Healy model, because both models are a total accrual model. DeAngelo (1986) suggest that nondiscretionary accruals can better measured by the difference between the total accruals in the investigated year minus the total accruals in the previous year. According to Dechow (1995), the DeAngelo model can qualify as a special case of the Healy model, in which the estimation period for nondiscretionary accruals is restricted to the previous year’s observation. DeAngelo (1986) assumes that under the null hypothesis of “no earnings management” to find a value of zero for the differences between the total accruals in the different years. As stated by Dechow (1995) the following formula for nondiscretionary accruals could be defined from the DeAngelo model:
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A common feature of the DeAngelo model and the Healy model is that they assume that nondiscretionary accruals do not change over time and consequently are constant. According to Dechow (1995) if nondiscretionary accruals are constant over time and discretionary accruals have a mean of zero in the estimation period, then both models will measure non-discretionary accruals without error. However, as noted by Kaplan (1985), nondiscretionary accruals do change over time. Kaplan (1985) concluded based on research conducted that non-discretionary accruals change from period to period. Interesting is the conclusion drawn by Kaplan (1985) that nondiscretionary accruals change with changing economic circumstances. 

4.5.3  Jones-model

The Healy model and DeAngelo model have a common feature that the nondiscretionary accruals do not change over time. In the model presented by Jones (1991), Jones model, the assumption is drawn that nondiscretionary accruals do change over time. The Jones model attempts to control for the effect of changes in firm’s economic circumstances on nondiscretionary accruals. Following Dechow (1995), the Jones model measures nondiscretionary accruals in the event year as follows:
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In order to generate the firm-specific parameters, the following formula is used in the estimation period: 

[image: image14.png]TA:=ai(VAw) + (AREV;) + 2:(PPE)+




[image: image15.png]Where
TA ~ total accruals scaled by lagged total assets
a3 = the ordinary least squares estimates of i, a2, 6z
u ~ measurement error in year t




In order to detect earnings management all accruals should be investigated, in accordance with Jones (1991) who stated that earnings management can be applied on all accruals. Except those accruals that are related to taxes. Underlying assumptions to the Jones model is that revenues are nondiscretionary (Dechow 1995). However, it is possible that management applies earnings management through discretionary revenues. Dechow (1995) states; “If earnings are managed through discretionary revenues, then the Jones-model will remove part of the managed earnings from the discretionary accrual proxy”. The described limitation of the Jones model is recognized by Jones herself (Jones 1991). As stated by Jones (1991) it is possible that the Jones model leaves out this use of earnings management. 

4.5.4 Modified Jones model

The Modified Jones model was designed to overcome the negative effects of the assumption, revenues are nondiscretionary accruals, drawn by Jones model. The Modified Jones model includes the use of earnings management through discretionary revenues. The formula to determine the total accruals is not modified and in accordance with the standard Jones model. To determine the total accruals the formula as appointed in paragraph 4.4.3. will use. In the modified Jones model, the nondiscretionary accruals will measure with the following formula:
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According to Dechow (1995), the Modified Jones model estimates nondiscretionary accruals during the event period, consequently in periods in which earnings management has hypothesized. The Modified Jones model and the standard Jones model differ from each other in the aspect that changes in revenues are adjusted for the change in receivables in the event period. The Modified Jones model assumes that all changes in credit sales result from the use of earnings management. 

According to Dechow et al. (1995) the Modified-Jones-model has the best explanatory value with the least systematically errors. The research conducted by Dechow et al to determine the most appropriate model for detecting the use of earnings management consists of four distinct samples of firm–years as event years (Dechow et al. 1995, p.200):

· a randomly selected sample of 1000 firm-years;

· samples of 1000 firm-years that are randomly selected from pools of firm-years experiencing extreme financial performance;

· samples of 1000 randomly selected firm-years in which a fixed and known amount of accrual manipulation has been artificially introduced; and

· a sample of 32 firms subject to the SEC enforcement actions for allegedly overstating annual earnings in 56 firm-years.

Dechow et al. (1995) conclude that the overall results have shown that the Modified Jones model is the most appropriate and most powerful model for detecting the use of earnings management. Stolowy (2004) confirmed this by stating that the Modified-Jones-model has the most explanatory power. 

4.5.5 Industry-model

The last model considered is the Industry model as used by Dechow and Sloan (1991). The Industry model is similar to the Jones model; both assume that the nondiscretionary accruals change from period to period. According to Dechow (1995), the Industry model assumes that variations in the determinants of nondiscretionary accruals are common across companies operating in the same industry. Based on the industry a company is operating in, the Industry model will divided companies into a group. The formula used within the Industry model to calculate the nondiscretionary accruals is as follows:
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However, this model has some disadvantages. According to Dechow, Sloan and Sweeney (1995, p. 8) the ability of the Industry-model to mitigate measurement error in discretionary accruals depends critically on two factors, namely:

· The Industry-model only removes variation in nondiscretionary accruals that is common across firms in the same industry. If changes in nondiscretionary accruals largely reflect responses to changes in firm-specific circumstances, than the Industry Model will not extract all nondiscretionary accruals from the discretionary accrual proxy. 

· Second, the Industry-model removes variation in discretionary accruals that is correlated across firms in the same industry. The severity of this problem depends on the extent to which the earnings management stimulus is correlated across firms in the same industry. 
4.6 Time-series or cross-sectional
To measure the use of earnings management two commonly known approaches can be used namely the times-series or the cross-sectional approach. The times-series approach compares the use of earnings management between more periods, in order to identify whether there is a change in the use of earnings management over time. To measure the use of earnings management, besides the cross-sectional approach can be used, which measures the difference of the use of earnings management between a firm and an industry, in order to identify whether the company differs from the industry. The time-series approach by the following models can use, which in this chapter, have commented namely the Healy model, the DeAngelo model, the Jones model, and the modified Jones model. On the other hand, by the Jones model and the modified Jones model only the cross-sectional approach can use. However it is important to mention that the outcome of the models do not change whether the times-series or the cross-sectional approach is used (Bartov et al. 2001). Because the aim of this research is to focus on the same group of housing associations before and after the introduction of the integrated corporate income tax, in this research the times-series approach will use. Consequently, the difference between two periods will measured, before and after the introduction of the integrated corporate income tax. 

4.7 Hypotheses

In this paragraph several hypothesis will be created to investigate the research question. In order to test if a housing association used earnings management in the period of 2004 until 2009. The following null hypothesis as stated below is formulated. 

Hypothesis 0 

No significant increase exists in the housing associations discretionary accruals in the years following the introduction of the integrated corporate income tax.

The created hypothesis is based on the assumption that the use of earnings management is implied when a change in discretionary accruals can be identified. The identified changes however have to be significant in order to state that earnings management is used. 

The alternative hypothesis is contradictory to the null hypothesis. Hence, the alternative hypothesis expects significant change in the discretionary accruals in the period of 2003 until 2008. The alternative hypothesis is consequently stated as follows:

Hypothesis 1
A significant increase exists in the housing associations discretionary accruals in the years following the introduction of the integrated corporate income tax.
When the null hypothesis is tested and proven true or false, an answer can be given to the research question. With respect to the research, attention is drawn to the earlier made assumption that changes in discretionary accruals can indicate the use of earnings management. 

4.8 Applicability
According to Roosenboom et al. (2003), Dutch accounting practices and reporting requirements will considered similar to the accounting practices and reporting requirements in the United States and in the U.K. The authors state this based on the research performed by Nobes and Parker (2000), Radebough, and Grady (1997). 

4.9 Summary

In this chapter prior research, for earnings management has comment. The results of the described papers provided strong evidence of the use of earnings management by the management of companies. Several incentives and motivations underlying the use of earnings management have been commented. Moreover, several hypotheses have been developed and supported. 

Besides, in which way to detect the use of earnings management has explained, commenting two important subjects within earnings management, accruals, and the classification of accruals into discretionary and nondiscretionary. In addition, the three different approaches, which commonly are used to measure the use of earnings management. 

In the previous sections several research models have been commented, that claim to detect the use of earnings management. Many of these models were reactions to and proposed improvements of the previous models. According to the previous sections to detect the use of earnings management, the Modified Jones model will be used. This model proposes a clear distinction between discretionary and nondiscretionary accruals. The Modified-Jones-model has the best explanatory value with the least systematically errors. As signalled before, the Dutch accounting practices and reporting requirements are considered similar to those of the United States and of the U.K. Hence, the Modified Jones model is applicable as model to detect the use of earnings management by Dutch housing associations. With this model, the next null hypothesis will test, namely:

Hypothesis Ho
No significant increase exists in the housing associations discretionary accruals in the years following the introduction of the integrated corporate income tax.
The created hypothesis is based on the assumption that the use of earnings management is implied when a change in discretionary accruals can be identified. However, in order to state that earnings management is used, the identified changes have to be significant. 

In next chapter, the research design will explained more into depth.
5 Research design

In the previous chapters the theoretical part of this research and the hypotheses of the research are presented. In this chapter, the empirical part of this research will provide. The first paragraph will start by commenting the research approach followed by the research methodology in the second paragraph. The third paragraph comments the determined variables for the testing of the hypotheses. In the fourth paragraph, the time range of this research will comment. In the fifth paragraph, the selection of the sample will be set out. Finally, the model needed to test the hypotheses will be explained. 

5.1 Research approach

This research will be a positive research, because the research is based on explaining economic behaviour. Normative research is all about prescribing economic behaviour instead of explaining economic behaviour. According to Anderson et al. (2001) is research in accounting concerned with solving problems, examining relationships and building a body of knowledge. Now that the scientific research approach has defined, the type of research needs to define. In the academic literature two generally recognised research approaches exists, namely the quantitative research and qualitative research. According to Anderson et al. (2001), quantitative research and qualitative research can define as:

Quantitative research is more ‘hard’ science. It measures the strength of an association.  As basis aspect to assess information, quantitative data collection involves the use of numbers. This information can then be evaluated using statistical analysis, which offers researchers the opportunity of dig deeper into the data and look for greater meaning. 

Qualitative research is more ‘soft’ science. Whereas, quantitative research refers to counts and measures of elements, qualitative research refers to the meanings, the concepts, the definitions, the symbols, the characteristics and the descriptions of elements. It involves the collection of narrative data. 

Based upon the definition of quantitative- and qualitative research, it is assumed that quantitative research is objective and qualitative research is subjective. 
Both models should be equally acceptable as long as the most appropriate method has been used (Anderson et al. 2001). 

This research will base on a quantitative research, which will focus on small data, which will investigate more into depth. The main goal of this research is to investigate whether the introduction of the new corporate income tax law for housing associations will result in an increase of earnings management in the years prior to the introduction. 
5.2 Research methodology

As noted in the previous paragraph, this research is a quantitative research. Within earnings management two important subjects exists namely accruals and the classification of accruals into discretionary and nondiscretionary. Accrual accounting creates the basis for earnings management, depending on the influence the manager has to adjust a particular accrual; certain accruals include the manager’s impact on accounting. As the previous chapter shows, the best way to measure the use of earnings management is considered the Modified Jones model. It is proved that the Modified Jones model is able to identify discretionary accruals (e.g. Guay et al 1996). As signalled before the modified-Jones-model has the best explanatory value with the least systematically errors. Stolowy and Breton (2004) confirmed this by stating that the Modified-Jones-model has the most explanatory power. The main reason is that Dechow et al. (1995) included firms that have been investigated by the Stock Exchange Commission (further SEC), confirmed that the SEC has correctly identified the firms that extensively used earnings management. 
Within quantitative research different types of research exists. According to Verschuren and Doorewaard (2007), two commonly used types of quantitative research are the survey research and the experiments. Verschuren and Doorewaard (2007) explained the survey research and experiments as follows:

Survey research: A research method collecting original data about the individuals’ behaviour and thought, involves the use of questionnaires and interviews. 

Experiments: A research method based on two kinds of variables, the dependent and the independent variable. The dependent variable is measured and the independent variable is manipulated by the experimenter. This research method is usually used to establish a cause and an effect relationship. 

Based on the before stated descriptions of the two types of quantitative research, this research can be classified as an experiment. This underpinned by the fact the introduction of the integrated corporate income tax might have an effect on the use of earnings management by housing associations. Consequently, in this research a cause and effect relationship will assumed, hence the assumption exists that the introduction of the integrated corporate income tax might be an incentive to increase the use of earnings management. Because no questionnaires and interviews will used to gather the data for this research, on the other hand, this research is definitely not a survey. Besides, because it is obvious that managers will not admit the use of earnings management, the use of earnings management cannot measured by the use of a survey.
As presented by Verschuren and Doorewaard (2007) within experiments different types of research exists, namely:

· Quasi – experiment;

· Laboratory experiment and;

· Simulation. 

The quasi – experiment defines groups based on the characteristics that the firms already possess. The firms to be observed are not randomly assigned to a group but based on their characteristics. In this research the research group will assign based on their characteristics, all are Dutch housing associations. Moreover, the quasi – experiment works with existing data and groups. The quasi – experiment, as variant of the experiment method, will be used in the research design. 
As commented before, the modified-Jones model can measure the use of earnings management by using the times-series or the cross-sectional approach. The aim of this research is to investigate the use of earnings management before and after the introduction of the integrated corporate income tax. Consequently, the times-series approach of the modified-Jones model is suitable for this research, because this research measures the use of earnings management over a period in time. The aim of this research is to measure the use of earnings management over a period of time and not at one point in time. 

Besides, similar studies for the mandatory adaption of IFRS (e.g. Tendeloo and Vanstraelen 2005) also make use of the times-series variant.
Time Range

In this research, the period of 2004 until 2009 will investigated. Because the aim of this research is to improve whether significant changes occurred in the use of earnings management due to the significant changes housing associations faced in this period, this period has chosen for investigation. These changes among the other motivations as described in chapter two could trigger the management or company to apply earnings management. It is assumed that the changes, in the period under investigation, led to significant changes in the company’s earnings. First, no corporate income tax has charged over the housing associations earnings at all. In the first phase, only the earnings achieved on commercial activities have charged with corporate income tax; however, as per January the 1st, 2008 the earnings from all activities will charged with corporate income tax. 
It is assumed that these changes could motivate the management or company to use earnings management in order to maximize bonuses, meet analysts’ expectations or to ensure that their actions and activities are qualified as legitimate by society. 
5.3 Measuring the use of earnings management

In this research, discretionary accruals will used as a proxy to determine the use of earnings management. Hence, discretionary accruals are the dependent variables in this research. The modified Jones model will be used to determine the variable, which was described in chapter four. As signalled in chapter four the main formulas to determine the discretionary accruals are;
(6.1) DAτ = TAτ – NDAτ
(6.2) TAτ = a1(1/Aτ-1) + a2(ΔREVτ) + a3(PPEτ) + υτ
(6.3) NDAτ = α1(1/Aτ-1) + α2(ΔREVτ – ΔRECτ) + α3(PPEτ)
The three formulas, stated before, result in the following formula:

(5.4) DAτ = (a1(1/Aτ-1) + a2(ΔREVτ) + a3(PPEτ)+ υτ) – (α1(1/Aτ-1) + α2(ΔREVτ – ΔRECτ) +
α3(PPEτ))
Where:

TAτ 

= total accruals in year τ scaled by lagged total assets in year τ-1
DAτ 

= estimated discretionary accruals in year τ
NDAτ 

= estimated nondiscretionary accruals in year τ
ΔREV 
= revenues in year τ less revenues in year τ-1 scaled by total assets at τ-1
ΔREC
 = net receivables in year τ less net receivables in year τ-1 scaled by total assets at τ -1
PPEτ 

= gross property, plant and equipment in year τ scaled by total assets at τ-1
Aτ-1 

= total assets at τ-1
α1, α2, α3 
= firm-specific parameters

a1, a2, a3 
= the ordinary least squares estimates of α1, α2, α3
υτ 

= measurement error in year τ
In this research, the ‘α’ and ‘a’ values will be set to 1. This is in accordance with van Schaik (2007, p. 58) who stated, ’’as choosing specific values for each company will affect the non-discretionary accruals in such a way that comparison between the companies can be flawed’’. On the other hand, all selected housing associations have the same characteristics. Discretionary accruals will calculated for each housing association in the research group for each year in the period under investigation. 
As commented before the discretionary accruals are the accruals that by managers have selected in order to manipulate the earnings by using these accounting choices to adjust the company’s earnings. By acting in this way, managers try to influence the level of earnings of the company to present the company in a better light than the reality. The discretionary accruals in this research will use as a measure for the use of earnings management by housing associations. 

To test whether the level of earnings management has changed in the years following the introduction of the integrated corporate income tax, the discretionary accruals will use in the regression formula. The variable ‘’Corporate income tax’’ (further CIT) will split the sample into different periods, namely: 

· 2004-2005: No corporate income tax is charged;

· 2006-2007: partial taxable for the corporate income tax;

· 2008-2009: taxable for the corporate income tax.
The period 2004-2005 is the period before the introduction of the corporate income tax and is indicated with a ‘’0’’ in the variable ‘’CIT’’. The period of 2006-2007 is the partial introduction of the corporate income tax and is indicated with a ‘’1’’ in the variable ‘’CIT’’. Consequently, the period 2008-2009 is the period in which corporate income tax is applicable for all activities of the housing associations and is indicated with a ‘’2’’ in the variable ‘’CIT’’. 

5.4 Control Variable
A regression model will use to measure the effect of the integrated corporate income tax on the use of earnings management. As commented in the literature review a variety of factors exists that can influence the use of earnings management. In accordance with Guay et al. (1996) who evaluated the accruals models to measure the use of earnings management, they suggest that it will be useful to include incentives for earnings management into models of discretionary accruals. To control for other factors that might influence the use of earnings management two control variables will add to the regression formula. The following control variables will add to the regression formula:

Size

The first variable added to the regression formula is the size and will consequently measure by the total assets of a firm. The size of a firm will usually use as proxy for political attention. As commented in the underlying theories the assumption is that larger companies will receive more political attention than smaller companies will. This could motivate management to adopt certain accounting method to use earnings management that reduces the reported profit. Consequently, the assumption is that the firm size can influence the use of earnings management. According to Davidson et al. (2005), a positive relationship exists between the size of a firm and the use of earnings management. 

Leverage

A firm financed with debt will have most likely debt covenants based on reporting numbers. The incentive exists that managers will use earnings management to comply with the debt covenants to avoid higher interest rates. As commented in the underlying theories the debt/equity hypothesis predicts the higher the firm’s debt/equity ratio, the more likely managers will use accounting methods that increase reported income. Companies with high debt financing may be at risk if they are not able to make repayment on their debt financing. To control for the influences of debt financing the control variable leverage (LEV) in the regression formula will add. The control variable leverage will measure by dividing the total debt at the end of the year by the total assets at the end of the year. 

Big 4 Auditor

Prior studies (e.g. Tendeloo and Vanstrealen 2005) have examined the relationship between audit quality and earnings management. It is assumed that the level of earnings management is lower in a company when audited by a Big 4 audit firm ( Deloitte, Ernst & Young, KPMG and PricewaterhouseCoopers) in relation to a company audited by a non – Big 4 audit firm. According to Becker et al. (1998) clients of Non – Big 4 firms report discretionary accruals that increase relatively more than the discretionary accruals reported by clients of Big 4 audit firms. Francis et al. (1999), who found that even though Big 4 audited firms have higher levels of total accruals, also support this, these firms have a lower amount of estimated discretionary accruals. 

Big 4 audit firms audit the majority of the housing associations included in the sample. Because the aim of this study will not to test whether firms audited by Big 4 audit firms engage in a higher level of earnings management. Consequently, chosen is not to include this element as a control variable in the sample, but to include only the firms that have audited by a Big 4 audit firm. 
The before presented variables results in the following regression formula:
Discretionary Accruals or |DAP t| = β0 + β1(CIT)t + β2(SIZE)t + β3(LEV)t + ε t


Where:

|DAP t|

= absolute value of the proxy for discretionary accruals standardized by lagged total assets;

CIT

= dummy variable (CIT=2 during the integrated corporate income tax (period 2008-2009), CIT=1 during the partial use of corporate income tax (period 2006-2007) and CIT=0 before the charge of corporate income tax (period 2004-2005));

SIZE

= LN (total assets) in year t;

LEV

= the ratio of the total debt at the end of the year by the total assets at the end of the year
 ε


= error, and
β0, β1, β2, β3
= parameters.








The |DAP t| will used to test the hypothesis. According to Heemskerk and Van der Tas (2006), the discretionary accruals can be either positive or negative: consequently, the absolute value of the discretionary accruals is used. In order to support the hypothesis as defined in this research, the absolute value of the discretionary accruals need to increase during the integrated corporate income tax. This means that the parameter ‘’β1’’ must be significant and positive. 
5.5 Sample design

In order to perform the research procedures and test hypotheses, a representative sample of companies need to constructed as research group. The main purpose of this research is to investigate the existence of earnings management at housing associations in the period of 2004 until 2009. The sample for this research will consist of data from Dutch Housing associations. From the Central Fund for Public Housing (further CFV), the financial supervision board for housing associations, website 430 housing associations have found. 

According to Imhoff (1977) and Eckel (1981), the level of income depends to some extent on the level of sales. They developed a methodology based on the idea that a change in sales need to have a relatively larger effect on profit. Underlying assumption to their methodology is that if the variance in profit is less than the variance in sales, it can conclude that earnings management is applied. Based on the before stated, sales are used as a proxy for the selection of the sample. 
The second criterion, using to compose the research group, is the occurrence of mergers in the selected timeline. Housing associations will select based on their sales but which concerns with a merger will excluded from the research group. By composing the research group out of housing associations, which are not concerned with a merger, the effects on the equity and the use of earnings management will mitigate. Next, based on the defined criteria the sample size will define. 

To test the hypothesis created in chapter four, to test the difference between the mean of a variable on different times, before and after design, a regression model will use. Underlying assumptions for the use of the regression model is that the mean of the sample is normally distributed. According to the central limit theorem, the assumption is that a sample has normally distributed when approximately 20 – 30 observations will taken into account. Consequently, for the determination of the discretionary accruals, data from 20 housing associations will use over the period of 2004 until 2009. This amounts to 120 observations. Of the 430 housing associations as gathered from the CFV website, the 20 housing associations with the highest sales have selected. 
The dataset consist of 20 housing associations and each of their annual reports over the years 2004 until 2009. On the website www.annualreports.info and on the websites of the companies all the annual reports of all selected housing associations are available. The selection of the housing associations has based on their level of sales as per financial book year 2009. Because these are the most recent and publicly available figures, the selection has based on the level of sales as per 2009. Underlying assumption to the selection is that no big differences occurred in sales and size of the housing associations in the period of 2004 until 2009. Appendix 1A contains a list with all housing associations included in the research group. 

It is worth signalling that the consolidated annual reports of the housing associations will investigated, consequently no distinction has perform between commercial and non - commercial activities. In the period under investigation, housing associations faced corporate income charges over the commercial activities, which have administrated and incorporated in a separate entity. Moreover, housing associations incorporated their activities in several entities of which the financial data will present in the consolidated annual report. 
5.6 Summary

During the course of this chapter, the research design has become clear. It has explained that this research will be a positive research based on a quantitative research approach. A research group has been composed consisting of 20 housing associations with the highest sales in book year 2009. Furthermore, the variables and method of testing that has been used for this study has been explained in detail. Combining the previous paragraphs the following regression formula will used for testing:

Discretionary Accruals or |DAP t| = β0 + β1(CIT)t + β2(SIZE)t + β3(LEV)t + ε t

To test for significance a confidence level of 95% will used. All calculations will perform in SPSS. The research findings and implications will comment in the next chapter. 
6 Research findings

In this chapter, the outcomes of the empirical research will present. Firstly, the estimation of the non-discretionary and discretionary accruals of the research group will comment. In the second paragraph, the outcomes of the testing of the hypotheses will present. Finally, the third paragraph will draw the conclusion of the research. 
6.1 Estimation of the non-discretionary and discretionary accruals

Because this research is about the level of the use of earnings management during the period of 2004-2009, first for each year the total accruals will measure. Consequently, the use of earnings management results in a certain pattern that through the years can be analysed. As signalled before to test the use of earnings management, the discretionary accruals need to estimate using the Modified Jones model. Consistent with previous study of Dechow et al. (1995) the first step is to estimate the total accruals. The total accruals will compute using the next formula:
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Where

∆CA

= change in current assets;

∆CL

= change in current liabilities;

∆Cash
= change in cash and cash equivalents;

∆STD

= change in debt included in current liabilities;

Dep

= depreciation and amortization expense;

A

=Total assets.

Table 1 provides descriptive information about the total accruals.

Table 1: Descriptive Statistics of Total Accruals
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Table 1 show that the mean of the total accruals in almost all years have a negative value. Because the total accruals will dominate by the depreciation and amortization expenses, which in fact are negative accruals. According to Ronen and Yaari (2007), it is not surprising that the total accruals show a negative value. 

The next step, after the estimation of the total accruals, is the estimation of the non-discretionary accruals. The non-discretionary are estimated with the next formula:
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Where

∆REV

= change in revenues;

∆REC


= change in receivables;

∆PPE


= gross property plant and equipment;

A


=Total assets;

α1, α2, α3

 = firm-specific parameters.
As noted before the ‘α’ values will be set to 1, as choosing specific values for each selected housing association will affect the non-discretionary accruals in such a way that comparison between the housing associations can flawed. On the other hand, all the selected housing associations have the same characteristics.
The final step is estimating the discretionary accruals. The discretionary accruals are determined by subtracting the non-discretionary accruals from the total accruals (Dechow et al, 1995, p.203). In this step, the discretionary accruals will estimate using the next formula:
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Combining the before signalled calculations, for the housing associations included in this research, the discretionary accruals relating to the period of 2004 till 2009 are calculated. The discretionary accruals will calculated for each year separately. Because these are the accruals selected by the managers in order to manipulate the earnings, as signalled before the discretionary accruals indicate the use of earnings management. If no earnings management has used by the housing associations, the discretionary accruals should be equal to zero. In table 2, the descriptive information about the discretionary accruals has provided. 

Table 2: Descriptive Statistics of Discretionary Accruals
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The results of the discretionary accruals are not equal to zero. For the use of earnings management, the mean of the discretionary accruals per year shows no clear pattern. When observing the mean of the discretionary accruals, as provided in table 2, both incomes increasing as income decreasing accruals have used. To provide a better view of the pattern of the discretionary accruals, the discretionary accruals will present in figure 3. 

Figure 3: Pattern of Discretionary Accruals
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When observing the pattern of the discretionary accruals in 2005 and 2006 a big change in discretionary accruals can identify. This extreme change in discretionary accruals could maybe relate to the introduction of the partial charge of corporate income tax, as of January 1, 2006. However, after 2006 the pattern of the discretionary accruals tends to move more to the zero. Nevertheless, around the switched period of the integrated corporate income tax no strange or extreme changes in the discretionary accruals can identify. The pattern of the discretionary accruals over the years shows an income-decreasing trend and fluctuates around the zero. 

Figure 4, shows a histogram of the distribution of DAP. Figure 4 shows a reasonable normal distribution of DAP. However, there is some skewness and kurtosis in the distribution. From the skewness is derived that there is a little pile-up on the left side of the distribution and from the kurtosis is derived that there is a little pointy distribution of DAP. When observing figure 4 the values of DAP on the left side differ significantly from the mean of DPA. 
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Figure 4
Before performing the regression first, the data need to check for outliers. Consequently, the results of the regression can influenced if outliers in the data used for the regression are included. An outlier is a case that differs substantially from the main trend of the data and can cause the model to be biased. Figure 5 shows the results of the analysis performed to identify outliers. When observing the results of the box plot three outliers and four extreme outliers can identify, the extreme outliers will present with an asterisk. In order to ensure the results of the regression will not influence by outliers, the identified outliers will removed from the research sample.
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Figure 5: Box plot
The final research sample consists of 113 observations, taken the outliers into consideration. The seven identified outliers will removed from the research sample. 

In the next section, the discretionary accruals will used to estimate the level of the use of earnings management.
6.2 Hypothesis testing
In this paragraph, the results of the testing of the hypothesis will comment. The next hypothesis will used to investigate whether housing association used earnings management in the period of 2004 until 2009. The next null hypothesis has formulated. 

Hypothesis 0 

No significant increase exists in the housing associations discretionary accruals in the years following the introduction of the integrated corporate income tax.
To test whether the discretionary accruals show a significant increase or decrease during the integrated corporate income tax, the absolute value of the DAP is used. As commented in paragraph 5.4 the next regression formula will use: 

Discretionary Accruals or |DAP t| = β0 + β1(CIT)t + β2(SIZE)t + β3(LEV)t + ε t


The variable “CIT” has the value of “0”, “1” or “2”. The value “0” indicates the period in which no corporate income tax was charged. The value “1” indicates the period in which the corporate income tax was partially taxable and the value “2” indicates the period 2008-2009 in which the corporate income tax was fully taxable. The coefficient ‘’β1’’ must be significant and positive in order to support the null hypothesis. 
In the final step the regression has performed. The regression analysis of |DAP| shows the following results:

[image: image28.png]Coefficients

Unstandardized ‘Standardized
Coeficients Coeflicients Collinearity Statistics
Hodel [ Sto. Error Beta t Sig__[Tolerance [ VIF
1 Constant) 125 269 ETE) 000
o 026 018 155 1708 090 983 1018
LN_ASSETS 009 019 044 482 631 975 1028
LEV 77 096 166 1830 068 992 1,008

2. Dependent Variable: ABS_DAP





Figure 6

Where:

ABS_DAP

= absolute value of the proxy for discretionary accruals standardized by lagged total assets;

CIT

= dummy variable (CIT=2 during the integrated corporate income tax (period 2008-2009), CIT=1 during the partial use of corporate income tax (period 2006-2007) and CIT=0 before the charge of corporate income tax (period 2004-2005));

SIZE

= LN (total assets) in year t;

LEV

= the ratio of the total debt at the end of the year by the total assets at the end of the year
In order to test whether the assumptions of the linear model are met a test of multicollinearity is used. To avoid that the independent variables will correlated, a test of multicollinearity have performed. The results of the test for the multicollinearity in figure 6 shows that this in this regression model does not exist. The “VIF is not larger than 10 and the tolerance is not smaller than 0,2” (Field 2005, p. 196). “This means that the variables are not correlated and this will not bias the results” (Field 2005, 738). 

However still the to answering question exists whether the integrated corporate income tax had significant increased the discretionary accruals and consequently the use of earnings management. When observing the results of figure 6 the variable “CIT” has not a significant effect on the variable |DAP| (β1= 0,026 and sig.= 0,090). Furthermore, the control variable size (LN_ASSETS) has no significant effect on the variable |DAP| of 0,009. Besides, the control variable leverage (LEV) also has no significant effect on the variable |DAP| of 0,177. 
6.3 Summary
In this paragraph the results of the tests conducted focussing on the hypothesis will commented. At the beginning, in order to test the use of earnings management, the discretionary accruals have estimated. The discretionary accruals are determined by subtracting the non-discretionary accruals from the total accruals. With the results of the calculation of the discretionary accruals, the hypothesis has tested. The null hypothesis has stated as follows:

Hypothesis 0
No significant increase exists in the housing associations discretionary accruals in the years following the introduction of the integrated corporate income tax.
Based on the outcomes of the regression can state that no evidence exists of a significant increase in the housing associations discretionary accruals in the years following of the introduction of the integrated corporate tax. Consequently, no significant evidence has found that indicates that by housing associations in this period a significant increase exists in the use of earnings management. 

Based on the previous chapters and the research findings, in the next chapter the overall conclusion will presented. 

7 Conclusion

This final chapter will start with answering the sub-questions. Each paragraph will comment a sub-question and the answer as formulated in the previous chapters. Consequently, the answer and the conclusion on the main research question will presented. The main research question presented in chapter is as follows:

“Do Dutch housing associations apply earnings management in the years following the introduction of the integrated corporate income tax”?
The combined answers of the sub questions will result in a sufficient scientific base to answer the main research question. In the fifth paragraph, the limitations of this research will present. In the final paragraph, some recommendations for future research will present. 
7.1 Underlying theories

In the second chapter of this research, the second sub-question has commented in dept. The second sub-question has formulated as follows:

“What underlying economic theories support the existence of the use of earnings management?’’

The use of earnings management has explained based on the Positive Accounting Theory, the Agency Theory, the Legitimacy Theory, and the Transaction Cost Theory. It has assumed that economic actors behave opportunistic and will undertake self-serving activities to maximize their economic welfare, acting in a way of self-interest. Furthermore, it has assumed that economic actors try to manage the relationships with those stakeholders that are of critical importance to the continuity of the company. Combined with the assumed information asymmetry on markets, based on these theories a framework can construct to detect the use of earnings management. 

Besides housing associations are authorized institutions operative in the area and in the interest of the public housing a separate chapter in the guidelines focussing on the annual financial reporting has incorporated. In accordance with the applicable law and legislation, several motivations for the use of earnings management have presented. This created framework creates room for judgement by the economic actors in the financial reporting process, which creates the possibility of the use of earnings management. 
7.2 Earnings management

In chapter three, the content of the term earnings management has commented, resulting in answering the first sub research question. The first sub question has stated as follows:

“What is the content of the term earnings management?”

For this research, the definition of Healy and Wahlen (1999) has chosen as the most appropriate one. Combined with the different views presented in chapter three the content of the term earnings management has defined as: earnings management are the choices made by the management that, via the accounting decisions, affect the external financial reporting, with the intention to influence the stakeholders. Depending on the managements’ view, earnings management can manage downwards or upwards. Besides several incentives for the use of earnings management have presented. It has assumed that the incentives for the use of earnings management exist. In addition, different forms of earnings management have presented. 

In the fourth chapter an overview of the recent developments for the activities of Dutch housing associations and the existing literature for the use of earnings management have presented. The third sub research question has answered in chapter four. The sub question has formulated as follows:

“What models are used to detect the use of earnings management?”

Based upon the empirical literature for the use of earnings management the conclusion is drawn that earnings management itself cannot be measured, however different models exists who intent to measure the use of earnings management. Several models have presented that claim to detect the use of earnings management. Many of these models were reactions to and proposed improvements of previous models. Taken into account all the arguments presented in chapter four to detect the use of earnings management via the measurement of the use of discretionary accruals the Modified Jones model has used. As signalled before the Modified Jones model has the best explanatory value with the least systematically errors. 
7.3 Research findings

In this paragraph, the fourth sub research question will answered. The fourth sub research question has stated as follows:

“Do housing associations use earnings management in the years following the integrated corporate income tax?

In order to answer this sub research question the null hypothesis in chapter four has created. Testing this null hypothesis will answer the fourth research question. The null hypothesis has stated below:

Hypothesis 0
No significant increase exists in the housing associations discretionary accruals in the years following the introduction of the integrated corporate income tax
Because no significant evidence has found that the use of earnings management during the integrated corporate income tax has increased, in accordance with the research findings in section 6.2, it needs to conclude that the null hypothesis will accepted. Besides, the control variables that are used have no significant effect on the discretionary accruals. This provides evidence that the size and the leverage of the selected firms do not influence the use of discretionary accruals. 
7.4 Conclusion

With all sub research questions answered, a final answer will presented for the main research question in this paragraph. The main research question is:

“Do Dutch housing associations apply earnings management in the years following the introduction of the integrated corporate income tax”?
Based on the empirical research it needs to be concluded that no significant evidence have been found for the use of earnings management. Consequently, no significant evidence has found that housing associations used earnings management in the years following the introduction of the integrated corporate income tax. 
7.5 Limitations

This research has some limitations that may have disrupted the outcome. Firstly, because earnings management focuses on the intention of the management, the use of earnings management itself cannot measure. In order to measure the use of earnings management a qualitative research should performed by interviewing the management. However, the expectation exists that management will not communicates that they have managed the earnings. Consequently, to measure the use of earnings management this research focuses on accrual earnings management. Because this research focuses on detecting the use of earnings management, through discretionary accruals, the incentives to apply as the consequences of earnings management have not investigated. Assumptions have used about the incentives to apply as the consequences of earnings management. The majority of researches investigated the use of earnings management in a profit-oriented environment; however, in this research the use of earnings management by housing associations has investigated. Hence, housing associations are non-profit organizations. It is questionable whether profit- and non-profit organizations have the same incentives to apply earnings management as the same consequences of the use of earnings management. 
Another limitation who restricts the conclusion drawn in this research is the chosen timeframe. Within the chosen timeframe, the worldwide financial credit crunch was present, which causes badly suffering for the global economy. The financial credit crunch started in the USA and had worldwide consequences, in addition for the Dutch economy. Whether and to what extent the financial credit crunch distorts the conclusions drawn in this research remain unclear. 
7.6 Recommendations for further research

In this section, suggestions for future research will present. First, a recommendation for further research is to investigate the incentives to apply earnings management and the consequences of the use of earnings management in a non-profit environment. It is interesting to research whether the incentives to apply earnings management as well as the consequences of the use of earnings management are the same in a profit and in a non-profit environment. The findings of such a research could present better insight in the incentives to use earnings management and the consequences of the use of earnings management in a non-profit environment. 

Finally, another suggestion for future research could be to investigate the effects of the global financial credit crunch on the use of earnings management within the Dutch housing associations. It is interesting to focus within the area of earnings management on the sub topics of big bath accounting and impairment loss. It may possible that in a recession, where earnings are already disappointing, managers have an incentive to create things look even worse. It is interesting to examining if, due to the global financial credit crunch, managers have an incentive to reduce current earnings. This could be realised by examining observations from a certain period before and after the global financial credit crunch. 
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Appendix 1

Sample List
	Name
	City
	Period
	 Turnover  

	Stichting Ymere
	Amsterdam
	2009
	€ 422.000.000 

	Stichting De Alliantie
	Huizen
	2009
	€ 416.148.000 

	Stichting Portaal 
	Baarn
	2009
	€ 345.019.000 

	Rochdale 
	Amsterdam
	2009
	€ 301.911.000 

	Woonzorg Nederland 
	Amstelveen
	2009
	€ 300.924.000 

	Woonstichting de Key
	Amsterdam
	2009
	€ 270.304.000 

	Staedion 
	s-Gravenhage
	2009
	€ 234.246.000 

	Com.Wonen 
	Rotterdam 
	2009
	€ 188.402.000 

	Vesteda Groep BV
	Maastricht
	2009
	€ 182.000.000 

	Wonen Limburg 
	Roermond
	2009
	€ 169.493.000 

	Stichting Vivare 
	Arnhem
	2009
	€ 148.551.000 

	Stichting Wonenbreburg 
	Tilburg
	2009
	€ 138.101.000 

	Stichting WoonFriesland
	Grou
	2009
	€ 135.586.000 

	Woningstichting Haag Wonen
	s-Gravenhage
	2009
	€ 127.118.000 

	Christelijke Woningstichting Vidomes
	Delft
	2009
	€ 119.434.000 

	Stichting Woonwaard Noord-Kennemerland
	Alkmaar
	2009
	€ 106.438.000 

	Stichting Woonconcept
	Meppel
	2009
	€ 104.654.000 

	Stichting Nijestee
	Groningen
	2009
	€ 89.814.674 

	Stichting deltaWonen
	Zwolle
	2009
	€ 86.333.000 

	Stichting Talis
	Nijmegen 
	2009
	€ 85.694.000 
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1991 | Jones "Earnings management |23 firms from five industries from | The Jones model The results show that managers
during import relief | the United States which have a engage in income-decreasing
investigations” import relief investigation. for the accruals during the import relief

period 1980-1985. investigations

2005 | Kothari et al. | Measuring 123.000 firm-year observations in | The Kothari model | The results suggest that adding a
performance-matched | the United States of America from performance matched variable to a
discretionary accruals. |the COMPUSTAT Industrial model increases the reliability of

Annual and Research files for the measuring the accruals.
period 1962-1999.
2002 |Lin & Shih | "Earnings management | 513 firms in Singapore from the | The Jones model They have found that firms have

in economic
downturns"

Compustat Industrial files for the
period 1989-1993.

negative discretionary accruals, if
the GDP has a very strong or very
weak growth. In the other periods

firms have positive discretionary
aceruals.
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Marquardt &
Wiedman

"The effect of camings
management on the
value relevance of
accounting
information."

102 firms is used for the period
1984-1991 in the United States of
America, which is collected from
Investment Dealer’s Digest
Directory of Corporate Finance.

The Modified Jones
and a lincar regression
is used to measure the
value relevance, where
the stock price is
expressed in net
income and book
value

The value relevance of income
will decrease, if managers <
in carnings management.

2003

Nelson et al.

"How are camings
managed?”

Survey under 253 experienced
auditors in 1998 in the United States
of Ameri

a.

Qualitative research

Four categories of earnings
management: expense recognition,
revenue recognition, business
combinations and other issues.

1004 | Sweeney Managers accounting | 130 firms in the United States of | Regression analyses | Firms engage in earnings
behavior if the debt- America which violate their management, if they violate their
covenant is violated. accounting-based covenants. accounting-based covenants.

1888 | Teahctal. | Eamings management | 1.649 IPO's in the United States, | Cross-scctional, fime- | Firms manage the carnings by
during TPO's period: 1980-1992. series and Fama- using income increasing aceruals

MacBeth (1973) before and during the period of an
TPO and the use of accruals in the
petiod after the IPO decreases.

2005 | Tendeloo, | The change in camnings | 636 firm-year observations (German | The Jones model The level of earnings management

van & management due to the |listed Companies) for the period is not changed after the transition
Vanstraclen | transition from 1999-2001 to IFRS.

German GAAP to
IFRS





[image: image34.png]1094

Wang &
Williams

To show whether the
informational value of
reported earnings
increases due to
income smoothing.

456 companies in the United States
of America , which results in 3756
company year observations. The
data is collected from the 1987
Compustat Industrial file and from
the 1987 CRSP file.

Regressing
unexpected income on
abnormal refurns

Due to income smoothing, the
informational value of the eamnings
increases and the firm risk will
decrease.






� The legal basis in the Netherlands lies in article 2:392 sub A in conjunction with article 2:393 of Dutch Civil Law


� General Accepted Accounting Principles


� Article 6 Wetboek op de Economische delicten


� International Accounting Standards Board’s “Framework for the preparation and presentation of financial statements”


� Generally Accepted Accounting Principles


� IAS 1.25 and IAS 1.26 “Presentation of Financial Statements”
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